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PREFACE 


This volume seeks to give a comprehensive treatment of 
the subject of investment. 

At no time has there been greater need for reliable data 
on investment principles and policies. The investing public 
now includes literally millions of individuals and virtually all 
business and industrial organizations of size. The wide dis- 
tribution of Liberty bonds during the war, the various thrift 
campaigns, the development of the investment trust idea and 
of customer and employee stock ownership plans—all have 
combined to widen enormously the extent of the investing 
classes. The public offering of securities is no longer limited 
to those of a few governments and large railroad corporations, 
but all classes and kinds of civil organizations and business 
enterprises now make appeals for investment funds. In schools 
of business administration the study of the principles of in- 
vestment, not merely as related to the handling of personal 
funds but also as they enter into the management of an enter- 
prise, is receiving increased attention. 

In this volume the author has endeavored, on the basis of 
many years’ experience both as an investment analyst and as 
an instructor on the subject, to present in non-technical terms 
the principles which all investors must master. His aim has 
been to present the underlying economic theory as it is worked 
out in the actual practice of investment institutions today. 

Part I gives a general survey of the whole subject, with 
special emphasis on the development and place of investment 
in the field of business and its relation to other economic, legal, 
and social institutions. The fundamental principles of the 
subject are presented in this Part, along with a description 
of investment machinery, as a preparation for later analysis 
of the various classes of investments. 
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The classification of investments followed in Parts II, ITI, 
and IV is in accordance with common usage, and their arrange- 
ment—Commercial and Real Estate Loans, Civil Loans, Cor- 
poration Securities—is based upon their historical and eco- 
nomic significance. Part IV includes chapters on financial 
and insurance company stocks, which, because of their greatly 
extended distribution among the public in recent years, have 
come to occupy a distinctly important place in the investment 
field. 

The method of treatment followed is practical throughout. 
The discussion has been arranged to exercise the student con- 
stantly in applying to each class of securities the principles 
laid down in Part i and in the use of practical tests of values 
such as are commonly employed by bankers and analysts in 
“the Street.” As a further aid to the class-room use of the 
volume, an Appendix gives an extensive selection of practical 
investment problems to be worked by the student. These 
have been drawn largely from the author’s experience as an 
analyst. They have been selected and set up in accordance 
with class-room objectives and conditions. 


A. M. SAKOLsKI. 
New York City, 


June I, 1925. 
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Part I—General Survey 


CHAPTER. I 


NATURE OF INVESTMENT 


The General Meaning of Investment.—Investment in a 
broad and general sense signifies the use or employment of 
capital for purposes of gain.’ In this meaning it is almost 
synonymous with “enterprise,” the only distinction being that 
investment always involves the application of capital. Thus a 
farmer who buys land and proceeds to cultivate it with a view 
to profit is essentially an investor. Similarly, the business man 
who buys or builds a factory with his own funds, with a view 
either to renting it or operating it, is in either case an investor. 
If, however, he should borrow all the funds necessary to build 
or operate the factory, and not employ any of his own capital, 
he is not an investor, but an “enterpriser.”” Economists have 
adopted the French word “entrepreneur” (enterpriser) to 
designate this latter type of business man. He constitutes to- 
day an important factor in modern industry, so much so that 
many economic writers now consider the “entrepreneur” 
as a separate factor of production—1. e., in addition to land, 
labor and capital. 


1“'There is a sense in which all business enterprises are investments. To build 
a ship or a railroad, to start a sture or a factory, to pay wages or place an adver- 
tisement—to do anything, in short, which involves an outlay of money for the purpose 
of increasing it—is an investment of capital. That is the sense in which political 
economists use the word, but in common use it has a more restricted meaning, viz.: 
the outlay of money in the purchase of property or securities which are expected to 
yield a sure and regular income without further effort on the part of the investor.’’-— 
Lectures on Commerce, edited by Henry Rand Hatfield, 1907, page 284. 
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Definition of Investment.—From a strictly financial stand- 
point, modern investment is the surrendering of purchasing 
power to another with a view to obtaining a profit in addition 
to the return of the amount surrendered. This definition does 
not apply to the ordinary usage of the word “investment,” 
since as pointed out above anyone who uses funds in executing 
a business operation may be said to make an investment. Thus 
a man who purchases a residence may be regarded as making 
an investment. But it would not be investment in the strict 
financial sense, since the purchaser of the house retains control 
of the property and does not use it for the purpose of receiving 
income. Similarly, a manufacturer or a merchant who uses 
his funds to build up and conduct a business is not an investor 
from the financial viewpoint so long as he does not surrender 
the control of the funds. 

In the strictest sense, therefore, “investment implies the 
divesting oneself of the possession and control of one’s assets 
and granting such possession and control to another.” > There 
is in addition a further implication in the word, namely, that 
the prime reason for divesting oneself of assets and turning 
them over to the control of another is for the purpose of 


obtaining a profit or periodical income as well as the final re- 
turn of the sum advanced. 


Definition of Capital—The common and most accepted 
definition of capital is wealth set aside for the production of 
additional wealth. Wealth, in turn, is defined as “material 
objects owned by human beings.” * Whenever human beings 
have acquired wealth, which, instead of consuming immediately - 
they put to use in the equipment of industry, maintaining gov- 
ernment, or for some other gainful purpose, such wealth be- 
comes capital. “But, since, from the point of view of the 
ordinary man,” as Hartley Withers points out, “capital is 


2C. E. Sprague, and L. L. Perrine, The Accountancy of Investment, page 20. 
8 Irving Fisher, The Nature of Capital and Income. 
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usually regarded as money invested, and since this is what 
actually happens in practical fact, it is perhaps better to regard 
capital as so much capital invested.’’* In modern society al- 
most all who earn, receive their income in the form of money. 
This money can be used for indulgence in amusement, or kept 
as provisions against future wants, or for the benefit of de- 
pendents. But storing money idly in this way does not in- 
crease the productive power of the world or give the owner 
any part of the gains from its productive use. If everybody 
kept all his money in this way there would be no capital avail- 
able for investments. “Consequently, it would be impossible 
to build a new factory, lay out new railways or break a new 
sod in unreclaimed earth.” ® 

Investment as a general concept, therefore, is a development 
of the capitalistic organization of society. The accumulation 
of capital through saving would be of no purpose could it not 
be applied to future gain and enjoyment. The growth of cap- 
ital is encouraged not only because capital goods have a future 
as well as a present value, but also because this future value 
combined with the profits of use may exceed the present value. 
The degree of the excess of the future value combined with 
the accruing profits, over the present value of capital according 
to the ideas of most modern economists determines the prevail- 
ing minimum rate of interest offered for the use of capital.® 

In modern political and economic organization, where 
values of goods and exchangeable property of all kinds are 
measured in terms of money, investment in some form is 
involved in practically every business or exchange transaction. 
In every step in the production and distribution of goods and 
services, in which capital is employed, the owner of such capital 
risks by its use its future enjoyment, but does so only because 


4 Hartley Withers, The Business of Finance, page 72. 

5 Ibid. 

6 Future value, in itself, is less than present value, so that unless borrowed 
capital can be applied profitably and the profits from its use exceed the difference be- 
tween the present and the future value (1.e., the discount), no income or price will 
be offered for its use. 
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the risk is expected to be more than counterbalanced by the 
gain due to the productivity of such use. Thus, a cotton 
manufacturer who builds a mill, buys necessary machinery and 
raw materials and pays wages to operatives—all in advance of 
the actual sale of the product—is an investor in the broad and 
general sense, in that his purpose is to create values for him- 
self (as measured by money) in excess of the values he has 
parted with in the production process. Capitalistic gains of 
this character, however, for reasons to be later explained, are 
not regarded as essentially true investment gains. Producing 
manufacturing, distributing and similar economic processes, 
are much broader concepts than that of modern investment. 


Instruments Representative of Investment.—Another fea- 
ture of modern investment—one, however, that is not essential 
to our definition or concept—is that the placing of capital 
funds with others for investment purposes is generally 
acknowledged by formal instruments, 7.e., by printed or written 
documents which prove or establish the claim to the income 
and to the return of the amount surrendered, or to both. The 
documents for the most part have the legal name of ‘‘choses in 
actions” or “negotiable instruments.” * “Choses in action” may 
be described as written evidences of rights or claims. They 
are ordinarily transferred from one person to another either 
with or without endorsement. In most instances they are 
acknowledgments of indebtedness with a promise to pay a 
periodical rate of income (interest), together with a specific 
sum on a given date (principal). The term is also frequently 
though erroneously applied to written evidences of ownership 
or of equity (7.e., of limited rights to be exercised in common 
with similar rights of others) in a property, business or enter- 
prise, without definite obligation of the payment of income or 


7 Not all “choses in action’ are truly negotiable instruments. A negotiable in- 
strument is generally defined as a written unconditional obligation to pay a sum of 


money, the claim to which may be transferred free from defenses i 
may have against the original holder. Mba ANS 
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the return of the principal amount represented by the 
investment.§ 

The rights of the holders of negotiable instruments are 
usually set forth in writing on the documents, and are known 
as the “recitals” and these are strictly construed by the courts 
in determining the claims of the holders on the one hand and 
the obligations of the maker of the instrument on the other. 


The Concept of Income in Relation to Investments.— 
From the foregoing it is evident that income is an essential 
element in the financial concept of investment. The nature of 
income, though apparently so simple that few economists 
have taken the trouble to analyse it, is exceedingly difficult to 
define clearly. Income from an investment standpoint should 
be distinguished from (1) rent and from (2) profit (entre- 
preneur’s gain). The term “rent” applies generally to payment 
for the use of land or building space because of differential 
advantages possessed by these utilities. The amount of rent in 
each case, therefore, is determined largely by the relative pro- 
ductivity of the particular property to which it is applied. 
Since land space and fixed property are not mobile or con- 
vertible as are capital funds, there is no economic phenomenon 
of a general “rate of rent,” as in the case of interest on capital. 
Profit also is of the nature of a ‘‘differential,’’ but unlike rent 
and income, time is not an essential element. Hence, there is 
generally no computation of the rate of profit by the month, 
year or any other period. Investors’ income (1.e., interest), 
on the other hand, is based on periodical lapses of time. 
Hence, the rate, because of the interchangeability and the flow 
of capital funds, is likely to be the same to all persons when. 
the investment is applied by each under like conditions in the 
same market. 


Speculation and Investment.—The distinction between 
profit and income as outlined in the previous paragraph forms 


8 For further discussion of this subject see Chapter VI, 
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the basis for the distinction between speculation and invest- 
ment. Speculation and investment are often confused. In 
any study of investment, it is essential to a clear understanding 
to distinguish between the two. Though an element of specu- 
lation exists in every investment—in fact, in every business 
enterprise involving the surrender or employment of capital— 
speculation differs in one main essential from investment, 
namely, in its purpose. In speculation, the chief purpose is to 
gain in one lump sum and as quickly as possible a profit as well 
as the return of amount surrendered. In investment, the main 
object is to acquire a periodical income over extended or in- 
definite periods of time. Thus, speculation is essentially for 
profit, whereas investment is for income. Profit is here con- 
sidered as an increment to capital—an increase of value. In 
the distinction between profit and income it can be readily seen 
that the time element is as important as the risk element. In 
speculation, a minimum of time is desired to cover the opera- 
tion. In investment, the element of time may be neglected if 
the periodical income is assured over the whole period, and 
if redemption of the amount of the investment, is in no way 
impaired. The income, moreover, is not ordinarily considered 
as a gain or addition to the capital. The investor generally 
figures on the certainty of periodical income over an extended 
period of time, whereas the speculator cares little about income, 
if he can receive back in the shortest time his capital with 
added profit. Speculation, accordingly, has a much broader 
field than investment. It is concerned with every class of 
enterprise or business operation in which changing conditions 
produce alteration of values and in which gains or losses may 
be momentarily made. Thus, speculation is largely concerned 
in the purchase and sale of commodities as well as of securities. 
Speculation is an incident of trading. Investment (i.e., the 
employment of capital for purposes of gain) is a factor in 
modern production. The latter is an essential element in the 
creation of values; the former is not. In both cases, however, 


Ch. 1] NATURE OF INVESTMENT 7 


there is a risk of capital or wealth involved, but in speculation 
the degree of risk is proportioned to the expected return on 
the transaction.® 


Modern Investment.—Transactions that may be termed 
“investments” are comparatively recent in human history. In 
ancient and medieval times, investments were infrequent be- 
cause business men controlled the use of their own property 
and bartered it in business dealings, just as merchants now- 
adays do. The earliest forms of wealth were mainly land, 
precious metals, and other tangible values. Intangible forms 
of wealth, such as bonds, notes, bills of exchange, or paper 
money, were little used until the modern period of history. 
Lord Macaulay relates that when the father of Alexander 
Pope, the poet, retired from business and moved from one 
town to another, he carried with him a chest of coins which 
constituted his accumulated possessions to be expended as 
needed for living costs. The art museums today contain 
examples of these old strong boxes which were the means of 
safeguarding and storing readily exchangeable wealth before 
the advent of banks. Modern banking institutions did not 
come into existence until men had funds which they could not 
use profitably in their own private enterprises and which they 
were willing to turn over to the use or control of others. Thus 
the growth of modern. investment is closely linked with the 
development of credit and banking.’® 


Reasons for Investment.—Investment has developed 
and expanded in modern times owing chiefly to two reasons, 
viz.—(1) The accumulation of funds by individuals or organi- 
zations that are unable or unwilling to engage personally or 
directly in profit-gaining business enterprises, and (2) the 
desire and need by those conducting business enterprises for 
capital that they are unable to supply from their own resources. 


® Most financial or business transactions, whether of short or long duration, in- 
volve the combination of investment and speculation, so that it is exceedingly difficult 
to distinguish or separate the two elements in actual cases. 

10 See next chapter, p. 13. 
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The rise of the “entrepreneur” or industrial organizer, as a 
factor in production having the function of operating business 
enterprises with capital furnished by others, would not have 
been possible did there not exist also persons or institutions 
supplied with capital which cannot be employed personally by 
them and under their own supervision. Through profits ob- 
tained by directing and co-ordinating the three principal factors 
of production, i.e., land, labor and capital, these entrepreneurs 
are willing to pay for the use of capital, just as they are willing 
to pay rent for land, wages for labor, and taxes for govern- 
mental services. On the other hand, owners of idle capital 
in the form of cash or negotiable funds, who may be incap- 
able or unwilling to employ such capital in their own under- 
takings for purpose of profit, seek to ttirn it over to others in 
whom they have confidence when a reward is offered or 
promised during the period of its use. 


The Sources of Investment.—In general, there is but one 
fundamental source of investment, viz., savings. In other 
words, the accumulation of surplus wealth in the hands of 
individuals makes possible modern investment. The flow of 
investment funds, however, is chiefly confined to certain chan- 
nels, of which the following may be enumerated :" 


I. Savings banks deposits—representing, not an expansion 
of commercial credit, but the savings of the common 
people. 

2. That portion of the deposits of commercial banks which 
represents the accumulation of the profits of business 
and which may be withdrawn from business. 

3. The funds of life- and fire-insurance companies. 

4. The funds of educational, charitable, and benevolent 
institutions. 

5. The funds of estates in cases where the executors decide 
to exchange the assets at risk of general business for 


4 See Lectures on Commerce, edited by Henry Rand Hatfield, page 259. 
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permanent investments, which call for no business 
management on the part of the owner. 

6. The funds of retired business men who follow the same 
course for similar reasons. 

7. The investment accounts of commercial banks main- 
tained for the purpose of having some assets which 
can be converted into cash immediately in case of 
need. 

8. That portion of the increment derived from former in- 
vestments which the holders do not spend. 

g. Individual savings of almost all classes, but chiefly busi- 
ness and professional men. 


Credit Instruments and Investment.—Along with the ac- 
cumulation of capital and the rise of an executive borrowing 
class in society, the development of modern investment has been 
made possible by the creation and legal recognition of credit 
instruments. By credit instruments are meant the written 
documents representing evidences of title to property or claims 
to definite rights. As already pointed out, a great part of 
these are legally known as “‘choses in action.”” They comprise 
all classes of claims to value evidenced by documents (such as 
notes, mortgages, bills of exchange, etc.) which are usually 
negotiable or transferable. By this is meant that title to own- 
ership can be passed either by mere delivery of the document 
or by some other method. Credit instruments are of ancient 
origin and their use throughout the ages has resulted in the 
establishment of laws, customs and legal precedents regarding 
their forms, applications and characters. Because of the 
legal recognition of rights embodied in credit instruments, and 
the entorceability of these rights in the courts, funds and 
property that might otherwise remain idle and unremunerative 
in the possession of the owners are safely entrusted to others. 
Thus, the essential implication in the concept of investment, 
namely, “the divesting oneself of the possession and control 
of one’s assets and granting such possession and control to 
another,” is made practical and expedient. It is quite evident, 
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therefore, that the development of investment and the use 
of credit is essentially involved in every investment transaction. 
Investment instruments, whether clearly negotiable in char- 
acter or not, are “credit funds.” From a theoretical viewpoint, 
at least, it is immaterial whether such instruments are merely 
titles to equity in property (i.c., shares) or in commodities, or 
whether they constitute written promises to pay definite sums 
of money at some future date (obligations). 


Investment Neither a Science Nor an Art.—lIn view of 
the fact that investment is, as stated above, a development 
of the capitalistic system of production made possible by the 
accumulation of surplus wealth and the enforcement of obliga- 
tions or rights evidenced by written instruments, attempts of 
various writers to place investment in the category of an exact 
science, subject to such definite “laws’’ as are embodied in 
physics, chemistry, mathematics and economics, is baseless. 
The fundamental principles of investment are few, and al- 
though they may be regarded as more or less fixed or unalter- 
able they have no abstract or physical basis. Without a 
money economy and without the modern credit system, invest- 
ment would not exist. Radical changes in the economic struc- 
ture of society or in the law merchant may destroy it entirely. 
It is a product of civilization and law, and changes as civiliza- 
tion and laws change. It is actuated by the desire for gain and 
income, and it has developed because of the productivity of 
capital when applied in business, or in governmental under- 
takings. 
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CHAPTER TI 
THE DEVELOPMENT OF INVESTMENT 


The Earliest Forms of Investment.—In the present chap- 
ter, it is proposed merely to trace briefly the development of 
investments and its historical relationship to the growth of 
economic institutions such as banks, corporations, security 
exchanges and the like. 

Although investment as defined on page 2 is a compara- 
tively recent development in human history, the groundwork 
had been prepared in medieval and, according to some authori- 
ties, in ancient times. There have been discovered among 
Babylonian ruins records of pledges of property and mortgages 
given as security for payment of debts. The ancient oriental 
codes, including the Bible, and the ancient Greek and Roman 
laws contain regulations regarding the contracting and settle- 
ment of debts and the rates of interest that might be demanded 
of debtors. The pledge of property as security for loans was 
well known among the Romans, and was used throughout 
the medieval period both in the case of realty and personalty. 
Although coins and to a slight extent, certain credit instru- 
ments were in use during all this period, it should be noted that 
the distinguishing feature of modern investment, namely, the 
transfer of one’s property for purposes of income or profit 
to the use and control of another, was almost totally lacking. 
Thus, if land was pledged as security for a loan or a debt, 
the lender or the creditor took possession of it and enjoyed its 
yield or usufruct until the loan was repaid. Chattels, likewise, 
were pawned as security for loans. As the precious metals 
were used chiefly as pledges for loans, the medieval goldsmiths, 
of whom the Jews and Lombards constituted the largest ele- 
ment, were among the earliest pawnbrokers. From this busi- 

Il 
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ness modern banking institutions developed, without which 
investment, as we know it today, would be exceedingly limited 
in scope and volume. 

Land has been the chief form of wealth from the earliest 
times and the nearest approach to modern investment in ancient 
and medieval times was land renting. During thousands of 
years therefore aristocracy was based on land ownership. 
Moreover, the feudal system, under which a large part of 
civilized mankind lived during the period just preceding the 
modern industrial era, marked the beginning of a class of 
society dependent for income through entrusting the use of 
their property to others. As land, because of its general 
utility and income producing quality, was the most readily 
pledged of any kind of property, income could be obtained by 
lending on lands and estates as well as by holding them in 
actual ownership. Land mortgages and land rental thus be- 
came the foundation for the further development and expansion 
of investment activities. 

The gradual breaking down of the feudal system was fol- 
lowed by the upbuilding of strong national governments 
capable of enforcing revenue collections in a standard money. 
This currency when used as a measure of deferred payments 
opened a channel for investment. It stabilized values and 
rendered the extension of credits feasible. Although there is no 
record of public borrowing by governments in ancient or early 
medieval times, the practice of sovereigns forcing loans or 
gifts from wealthy subjects and retainers prevailed generally. 
With the growth of democratic institutions and the develop- 
ment of orderly fiscal systems, national and local governments 
became borrowers in the same manner as individuals. This 
establishment of public credit, though a slow growth through 
the centuries of intense national development, forms an im- 
portant factor in modern investment expansion. It has ac- 
companied the evolution of banking and credit institutions 
whereby currencies having fixed values in international ex- 
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change transactions have been created, thereby according 
standards of deferred payments.! 


The Rise of Banking Institutions—Money and coinage 
are as ancient as civilization, but banks and banking, as spe- 
cialized business institutions, are a modern development. The 
earliest instances in medieval times of anything resembling 
banking functions was the deposit of precious metals with 
goldsmiths or high dignitaries for safe-keeping. Gradually, 
as the interchange of goods and services in terms of money 
values expanded both nationally and internationally, and 
standardized systems of account keeping came into use, the 
convenience of having specialized offices for transferring values 
by means of book entries, as well as for holding values on de- 
posit, was recognized. Perhaps the leading incentive to the 
rise of banks was the use of bills of exchange throughout 
Europe as a means of making payments. The credit for the 
introduction of the bill of exchange in industry and inter- 
national commerce belongs to the Jews of the Middle Ages. 
“They discovered the means of substituting impalpable riches 
for palpable ones, the former being transmissable to all parts, 
without leaving behind them any traces indicative of the way 
they have taken.” ” 

The first establishment of a bank of national importance 


1*‘Apparently, the first money lending was to government or cities, principally in 
Italy, and centering in such places as Genoa and Venice. The advancement of funds by 
individuals who specialized in that business appears in medieval times. Before then, 
demands for very great sums of money were not numerous and were filled by merely 
seizing or taxing the wealth of the helpless merchants. There were few expenditures 
for internal improvements in those days, and when forts or walls had to be built 
the feudal lord would command the labor of his serfs. In war each man had his 
own equipment and no wholesale outfitting was necessary. The Crusades required 
funds and much money was raised by the great lords by giving a city its freedom if 
it contributed handsomely to their chests. In Italy, especially among the Lombards 
of the north, sums were raised in medieval times for the various cities by money 
lenders. The chances were no more than even that the loans would be repaid. The 
business was a precarious one. In France we read that Philip the Second disapproved 
of loans and ‘repudiated his debts to put an end to the villainous financing.’ Willis 
(in his Banking and Business) mentions the merchants of Hansa as important lenders 
to the kings and emperors of Europe in early times. In 1487 the Fuggers, a banking 
family in what is now southern Germany, had attained much power as _ financial 
supporters of the royal governments, and enjoyed a wide reputation.’’—Investment 
Banking in England, by Bradley D. Nash, pages 8-9. 

2 Percy’s Anecdotes on Commerce (1826 edition), page 40. For discussions of 
bills of exchange as investments, see Chapter XI. 
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was in Venice in 1171. The Bank of Venice, as originally 
organized, however, was merely a device for recording the 
receipts of a loan to the Venetian Republic, forced from its 
citizens, together with the distribution of interest payments to 
the lenders. It is believed, though not definitely known, that 
the bank was used as a means of transferring the right to re- 
ceive the interest on the loans from the original lenders and 
their devisees to others. In this respect, it became an ideal 
instrument of investment, registering the exchange of claims 
to future income. 

Despite the rapid growth of commerce and shipping fol- 
lowing the founding of the Bank of Venice, it was not until 
early in the seventeenth century that public or private com- 
mercial banks came into existence. In 1609, the Bank of 
Amsterdam was organized on strictly commercial principles. 
It was followed by the Bank of Hamburg in 1619 and later 
by the Bank of Genoa, the Bank of Stockholm and the Bank 
of England. The shares representing participation in owner- 
ship of these institutions became a profitable field of invest- 
ment. Their principal utility, however, was the credit facilities 
afforded merchants and shippers and the circulation of cur- 
rencies having sound redemption value. Through their opera- 
tions exchanges were facilitated and a new source of capital 
was furnished to business enterprise. Banking, accordingly, 
throughout its history, has been closely identified with credit 


and investment. Today the one field can hardly be separated 
from the others. 


Development of the Business Corporation.—The idea of 
the corporation can be traced from the ancient Romans, but 
it was not until the seventeenth century that business and 
commercial enterprises took this form of organization. Fol- 
lowing the great geographical discoveries of the Portuguese, 
Spanish and British explorers, shipping and commercial 
operations began to be conducted on an increasingly larger 
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scale. Individual enterprises soon became larger than any one 
individual could or would undertake from his private store 
of capital. The logical outcome was the banding together 
of business men to inaugurate, operate and control financial, 
industrial and commercial undertakings. Early examples of 
such combined efforts were the buying or chartering of an 
ocean vessel, the establishment of a bank or an insurance in- 
stitution, the construction of roads (turnpikes) and canals 
and the building and operation of factories. The corporate 
form of organization, under which an individual can enter into 
an enterprise with no greater risk than the funds he originally 
pays out for the purpose, offered many advantages in the joint 
operation of business enterprises. Good examples of early 
large trading concerns, which furnished means for the in- 
vestment of funds, by individuals, were the British East India 
Company and the Dutch East India Company that furnished 
the first settlers to New York. The shares of both these com- 
panies had a wide ownership, and were well distributed among 
investors. 

From an early date, the corporate form of business enter- 
prise has played a prominent role in American industry. “In 
fact,’ says a keen student of English and American history 
“the whole advance of English discovery, commerce, and 
colonization in the sixteenth and early seventeenth centuries 
was due not to individuals, but to efforts of corporate bodies.” 
“Tt was a corporation to which Sir Walter Raleigh, in 1587, 
entrusted the colonization of Virginia. The first permanent 
English settlements, both in Virginia and in New England, 
were made on the initiative and at the expense of corporations 
modeled after the contemporary joint stock companies for 
foreign trade. For over a century before the Revolution, the 
colonies of Connecticut and Rhode Island were each governed 
by a “Governor and Company”’ incorporated by charter from 
the English crown. The colony of Georgia was founded, and 
for twenty years had its destinies directed, by a group of 
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charitable English gentlemen who constituted a typical English 
eleemosynary corporation.” ° 

Furthermore, as fast as the plantations grew into com- 
munities, their inhabitants naturally reproduced the corporate 
institutions with which they and their fathers had been familiar 
in the mother country. The earliest of these to spring up in 
America were of the type which we should now designate as 
public corporations—such as towns, boroughs and cities; but 
before the end of the colonial period, a considerable number 
of truly private corporations had been established for business 
purposes.* 

It was not, however, until the early part of the nineteenth 
century that certain developments increasing both the supply 
of and the demand for corporation capital became dominant 
factors promoting investments. Wealth accumulated very 
rapidly in the period following the Napoleonic Wars. Ma- 
chinery displaced hand labor in many industries, and with this 
development, the size of industrial undertakings expanded on 
an ever-increasing scale. The wealth of an individual or of 
a small group was in many cases insufficient to supply the 
capital needed for an enterprise. Partnerships also became 
inadequate, since individuals were not always disposed to enter 
into undertakings with others in which they risked all their 
wealth. As a substitute for partnership the corporation, stock- 
holders in which were permitted to limit their liability to the 
amount of their investment, came into favor as a form of 
business organization. Such corporations, both in Great 
Britain and in this country multiplied rapidly in the nineteenth 
century. The various classes of securities representing owner- 
ship in or indebtedness of these corporations were readily 
negotiated and transferred from person to person. They be- 
came a leading class of investments.® 


3 Davis, Essays on the Early History of American Corporations, page 3 

4 Ibid. } 

® According to Davis, “If the ‘free Society of Traders in Pennsylvania’ be ex- 
cluded because of its English origin and charter, The New London Society United for 
Trade and Commerce in Connecticut (1732-33) probably deserve to be called the first 
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With the increase in the scale of business enterprise, came 
great progress in transportation and rapid growth of industrial 
centers. To provide markets for the output of these industrial 
centers expensive turnpikes, canals, and railways were built 
with money obtained from investors. Thus, the first half of 
the nineteenth century, so favorable to permanent public im- 
provements, greatly enlarged the field of investment. Nations 
and their political subdivisions in their desire to promote in- 
dustrial development built canals, railways, and turnpikes, and 
conducted war and bought peace with borrowed money.  In- 
deed, several national governments, and some of the states of 
the American Union increased their public debts to such an 
extent that they were later unable to fulfill their obligations to 
their creditors. There thus arose a phase of public debt repudi- 
ation which will be discussed more fully in subsequent chapters. 


The Development of Security Exchanges.—The organi- 
zation of security exchanges marks the final step in the modern 
investment development. In London, Paris, Amsterdam and 
New York, and other leading financial and commercial centers, 
public markets where investments are bought and sold or ex- 
changed have been established and maintained. The Lon- 
don Stock Exchange was formally founded in 1773, although 
it existed as a meeting place for stock brokers during 
many years before. It was primarily organized for the purpose 
of affording a market for the British Government debt, but 
has developed into the largest and broadest in its dealings of 
all the present day security exchanges. Moreover, unlike 


American business corporation. Even in this case, the title is not entirely clear. The 
company was indeed a distinctly Connecticut institution, both in its origin and in its 
act of authorization; and whether its purposes actually included the carrying on of 
trade as well as the issue of bills of credit, its business nature is obvious. The only 
doubt arises on the question whether it was really made am incorporation. As we 
have seen when the question of overtly incorporating it was presented to the assembly, 
particularly in 1733, that body decided that it had not the authority requisite to 
incorporate such a ‘society;’ and when the company pleaded that it was fraternity 
and not dissolvable, the assembly denied the plea. The act of authorization certainly 
bestowed many of the attributes of a corporation, but its terminology is not absolutely 
convincing. And the early demise of the company makes a final statement as to its 
“corporateness” impossible. (Davis, The Early History of American Corporations.) 
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most European exchanges, it has maintained its private charac- 
ter. By this is meant that it is not operated by the government. 
The Paris “Bourse” dates back to 1705, and was founded as 
a result of the gigantic speculation in France promoted by the 
notorious John Law. It has been given a practical monopoly 
of the business of executing purchases and sales of public and 
other securities susceptible of regular quotation (“valeurs 
mobilieres”). With this monopoly has come strict supervision, 
control and regulation by the French Government. Since 1898, 
the official organization of the Paris Bourse has consisted of 
seventy licensed members (agents de change) who though en- 
gaged in a private business, are to all intents and purposes, 
government officers. A somewhat similar arrangement pre- 
vails in Berlin, though the membership here is much larger and 
the restrictions as to membership less severe. Nevertheless, 
the Berlin “Bourse” is a government institution, controlled by 
national laws and administrative decrees. 

The New York Stock Exchange was organized in 1817. 
For convenience in trading however a few brokers in the de- 
cade before 1800 met at irregular intervals under a tree near 
the ancient rampart of the city, whence came the name Wall 
Street, by which the Stock Exchange and its surrounding 
financial institutions are commonly designated. At this time, 
the number of American business corporations could almost 
be counted on the fingers of one hand, and few of these had 
their obligations and shares publicly bought and sold. Banks 
were few, railroads and canals were hardly thought of, and 
shipping companies were still controlled largely by individuals. 
There were, however, dealings in the federal government and 
the state debts, and in bills of exchange arising from shipping 
operations. 

Almost from its inception the New York Stock Exchange 
has been the center of American investment activity. Like 
the London exchange, it is a private and voluntary association, 
limited to I,100 members, of whom about 700 are active. 
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Its dealings comprise almost every class of investment, and 
millions of dollars of intangible wealth are exchanged in the 
daily transactions of its members. The growth of the power 
and influence of the New York Stock Exchange is evidence 
that a convenient, open and unobstructed market place for 
transactions in all kinds of credit instruments and corporation 
shares is an essential factor in the development of modern in- 
vestment. Such organized exchanges give to investments the 
exchangeable or marketable quality common to most com- 
modities and to other kinds of tangible property,—a quality 
which, as will be pointed out later, is an essential characteristic 
of sound investments. 

Notwithstanding its influence in the development of in- 
vestment in the United States, the New York Stock Exchange 
is not nearly as important as a security market as in former 
years. The rapid increase in the number of investment dealers, 
combined with the broader knowledge of security values, has 
resulted in the creation of “outside” or “over-the-counter” 
markets. Investment dealers, acquainted with market condi- 
tions and with the investment merits of specific securities, are 
willing to make markets, 7.¢e., are willing to quote prices at 
which they will buy or will sell. Because of this develop- 
ment, stock exchange transactions are shrinking relatively to 
the dealings “over the counter.’’ Many classes of investment 
securities now find little if any market on the floor of the New 
York or other stock exchanges. Among these are the obliga- 
tions of the states and municipalities, of the mortgage banks, 
and shares of banks, insurance companies, and other institu- 
tions. The volume of these securities is enormous, but as 
pointed out in later chapters they are not well suited to trans- 
actions on the large exchanges. A class of investments that 
have become very popular in the last three decades consists of 
the shares and obligations of public utility companies. Many 
of these are known only locally and accordingly have no advan- 
tage in being admitted to trading on a national exchange. 
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Others which have broad distribution among investors are 
marketed directly through the banking houses or engineering 
concerns which finance the utilities and control their operations. 
Many of these banking houses have branches or offices through- 
out the country connected by private telephone and telegraph 
wires, by means of which they are enabled to keep in constant 
touch with investment market conditions relating to securities 
in which they have dealings.® 
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GHAPLPER LI 
CLASSES, OF INVESTORS 


Investors Not a Distinct Class—Contrary to common be- 
lief, investors do not form a distinct or separate class of the 
general public. The number of real investors among the popu- 
lation is far greater than is commonly presumed. Every sav- 
ings bank depositor, every insurance policy owner is an investor, 
as well as many members of building associations, co-operative 
societies and other mutual benefit associations. All these in- 
stitutions receive, handle and accumulate funds with a view to 
investing in securities or in profit-making enterprises. Accord- 
ingly, they invest for and in the interest of others. Direct 
investment, moreover, on the part of individuals of all walks 
of life is widespread and continuous, the practice having been 
greatly stimulated by the sale of Liberty Bonds during and 
since the World War. Many investment securities, including 
bonds as well as stocks, are now issued in small denominations 
(1. e., of $100 or less), with a view to encouraging purchase 
by people of small means. 


Capitalists as Investors.—An investor who depends chiefly 
for income on the periodical interest and dividend payments 
received from securities owned or on the rents from property, 
or who is engaged otherwise in lending or advancing funds 
for purposes of gain, is theoretically a capitalist since his prime 
function in industrial society is the furnishing of funds for 
productive purposes. A capitalist, however, is ordinarily con- 
ceived as a person of large wealth who does not immediately 
direct a business or profit-making enterprises, yet who receives 
his income from these sources. Though it is true that the 
capitalist does not, as a rule, direct immediately the enterprise 
or organization to which he confides his funds, he frequently 

21 


22 GENERAL SURVEY [Es dl 


has the power of administrative control, and can select the 
managers and direct business policies. Moreover, practical 
investing is a business in itself, so that those possessing or 
handling large estates comprising securities may find it necessary 
to give up their time and efforts in examining, selecting and 
exchanging their investment holdings. This is also the func- 
tion of investment bankers, savings banks and several other 
classes of financial institutions. The capitalist, therefore, 
differs from other classes of investors only in degree and 
not in kind. As a distinct factor in the investment market he 
is playing a less and less significant role. 


Savings Banks as Investors.—Savings banks are primarily 
investment institutions. “The deposits they receive are in a 
large part invested in income paying obligations, such as real 
estate mortgages, bonds and notes. The interest that they 
pay to depositors represents a distribution of investment in- 
come. The advantages of the savings bank as an investment 
organization lies both in the expertness and skill in selecting 
investments, and in the risk distribution afforded by the large 
deposits entrusted to them. Further protection is afforded 
savings bank depositors by their surplus funds which are re- 
serves against losses. It is for this reason that the savings 
banks are a convenient and safe intermediary in investing the 
funds of persons of small means. These institutions are con- 
trolled and supervised by state banking laws. In many states 
they are restricted to making investments in classes of obliga- 
tions, generally regarded as secure. The laws of New York, 
Massachusetts, Connecticut, and several other leading states 
require savings banks under their respective jurisdictions to 
diversify their investments. This means that they are not 
permitted to invest all their funds in one class or group of 
securities. Thus, the New York law prohibits banks from 
holding real estate loans in excess of 70% of their deposits, or 


obligations issued by railroads in excess of 25%. The kinds 
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and qualities of the obligations and other securities that may be 
purchased are also strictly prescribed. All this is done to 
safeguard against excessive risks and the loss of depositors’ 
money entrusted to the banks. 


Trust Funds.—Money or property left in trust for specific 
purposes either under a voluntary agreement, or in a will by 
a testator is required in most states to be invested in accordance 
with state laws relating to trustees and trust funds. In several 
of the important states trust funds can be invested only under 
the same restrictions as are applied to savings banks. This 
practice prevails in New York or Massachusetts. Trust funds 
are subject to court supervision, and persons appointed as 
trustees who accept the position are responsible in making in- 
vestments to the courts. If the trust fund experiences losses 
from investments that were legal for the trustee to make, the 
latter is not responsible for the losses, and the fund alone 
suffers the consequences. Should a trustee, however, exceed 
his authority, and invest otherwise than prescribed by law, he 
becomes responsible to the trust fund for losses that result 
from such investments. Trust companies and banks, as well 
as individuals, may administer trusts. Their fees, rights and 
privileges are fixed by state laws. Altogether, trust funds 
form a large part of the capital represented in investments, and 
trust estates are among the largest purchasers of investment 
securities. 


Commercial Banks as Investors.—Ordinarily, commercial 
banks, 7.e., banks of deposit and discount, are not large pur- 
chasers of investment securities. Their function is chiefly to 
receive deposits and furnish loans to their clients or customers. 
Unlike savings banks, commercial banks both receive and lend 
funds to the same individuals or concerns. Thus, their de- 
positors become borrowers and borrowers, depositors. Com- 
mercial banks, moreover, must limit their investments largely 
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to loans or purchases that are readily liquidated without the 
probability of heavy losses. For this reason, commercial banks 
limit their purchases largely to negotiable instruments which 
become due and payable within six months or less. Many 
commercial banks also lend on pledges of collateral comprising 
corporation shares or long term obligations, but it is generally 
provided in such loan tranactions, that if the collateral declines 
in market value, the bank may call for additional pledges of 
value, or it may sell the collateral in the open market to satisfy 
or close out the loan. Consequently, securities serving as col- 
lateral for commercial loans generally must be of a marketable 
class, the market value of which can be readily determined at 
any time. 

Commercial banks aim to keep as much cf their deposits 
profitably employed (1.¢., earning income) as permissable under 
the banking laws and regulations. Accordingly, when the 
demand for commercial loans by manufacturers and business 
men is slack, the banks frequently buy high grade income- 
bearing and readily marketable securities repayable only after 
long periods, but to hold as investments only pending a revival 
of demand for loans on the part of their customers. During 
dull business periods, therefore, the commercial banks and 
trust companies are quite a factor in the general investment 
market. Thus, on December 31, 1924, the reporting banks 
in the Federal Reserve system held stocks and bonds (invest- 
ments), other than United States Government bonds, amount- 
ing in book value to $2,885,541,000. This represents an 
increase of $644,726,000 or 29% over the amount held at the 
end of the previous year. The increase may be ascribed 
largely to the slackness in the demand for loans from banks 
compared with the growth in the funds left to them by de- 
positors. When making temporary purchases of marketable 
long term investments, the banks may count on a profit from 


increased value of principal as well as the current income re- 
ceived therefrom. 


- 
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Insurance Companies as Investors.—Insurance companies, 
as a group, are the largest purchasers of securities in America, 
Although subject to laws and regulations regarding their in- 
vestments, insurance companies are not so severely limited as 
savings banks and trustees in the character and kind of securi- 
ties that they may purchase. Life insurance companies, under 
the New York law, are now prohibited from purchasing shares 
representing participation in proprietorship of corporations, 
but have the choice of a wide range of investments in other 
classes of securities. A law enacted in 1922, also permits 
life insurance companies in New York to construct, own and 
operate apartment houses and residences for investment pur- 
poses. Fire and casualty insurance companies generally are 
not specifically restricted to any classes or kinds of security 
investments, other than that the securities acquired must be 
those of solvent concerns that are meeting their obligations. 
Fraternal organizations and other cooperative societies con- 
ducting insurance are in many states placed under the same 
restrictions regarding their investments as other insurance or- 
ganizations of similar scope. 


Educational, Religious and Charitable Institutions.— 
These, like insurance companies, are large purchasers of invest- 
ments. Unlike savings banks, trustees and insurance com- 
panies, however, they, unless specifically restricted by law or by 
regulations imposed by donors, supporters, or other authority, 
have considerable freedom in making investment commitments. 
They may become actual owners of real estate and leaseholds, 
may acquire participations in proprietorship of corporations 
and may hold the obligations of individuals, corporations, 
municipalities and national governments. As the amount of 
wealth devoted to educational, religious, scientific and charitable 
purposes is constantly increasing, the institutions performing 
such functions are becoming more important purchasers of in- 
vestment securities. 
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Business Concerns as Investors.— Many business concerns 
at certain seasons of the year accumulate cash funds not im- 
mediately required in business. These funds seek temporary 
investment. It is quite a common practice for large corpora- 
tions, when they have cash on hand in excess of immediate 
requirements, to arrange with banks to take over these funds 
as time deposits bearing special interest rates. When com- 
mercial interest rates are low, however, the banks are not 
desirous of thus holding deposits under a fixed expense, so 
that business concerns in seeking to keep their cash reserves 
profitably employed occasionally purchase securities in the 
open market. This practice, however, is not sufficiently large 
to form an important factor in the securities market. More- 
over, conservative business concerns as a rule avoid investing 
temporarily in securities that fluctuate in value, and on which 
they are liable to loss on principal, should they be forced to 
sell to realize cash. 

Business concerns as investors should be distinguished 
from the class of corporations known as “holding’’ companies. 
The latter, as a rule, acquire securities not only for the income 
return received therefrom, but also for the purpose of exer- 
cising administrative control over the companies whose 
securities they hold. These holding companies have become 
quite prominent during the last quarter of a century. As 
owners of securities, however, they confine their commitments 
largely to participation in the ownership of other business cor- 
porations, for purposes of administrative control as well as 
for income. Such stocks, when acquired, are frequently 
pledged as collateral for the holding company’s own obliga- 
tions. Holding companies, accordingly, play but a small part 


in the actual absorption of general investment securities that 
are publicly marketed. 


whe Investment Trusts.—In European countries, particu- 
larly in Great Britain, there has been developed an investment 
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institution commonly known as the investment trust. This 
institution has some of the attributes of a holding company 
and of a savings bank. It resembles a holding company ini 
that it purchases securities for permanent investment, but, 
unlike the holding company, the purpose of such purchases is 
not the acquirement of administrative control. The investment 
trust may also perform the functions of savings institutions in 
distributing its own obligations among people of small means, 
giving them as a protection not only the securities represented 
by investment of the funds received from the sale of its ob- 
ligations but, in addition, the capital supplied by its own share- 
holders, together with surplus reserves held against possible 
losses. Investment trusts, however, do not receive deposits and 
are not under agreement or obligation to return to holders of 
their obligations the sums advanced, as savings banks do in 
the case of deposits committed to them. 

The investment trust originated on the European continent 
after the Napoleonic period. It received its greatest develop- 
ment in Great Britain, however, and particularly in Scotland. 
The earliest Scottish trusts aimed to reduce the risk in carry- 
ing investments in foreign securities which yielded a larger 
income than domestic investments, by scattering purchases 
among the investments originating in various countries. In 
this way, an individual purchasing shares or obligations of the 
investment trust in view of the diversity of the securities held 
by the trust would not be taking the risk of losing a large 
part or his entire capital, in case some of its holdings 
proved worthless. The general scheme of the Scottish invest- 
ment trust was for the most part successful, with the result 
that it was applied to holdings of domestic as well as foreign 
obligations. The shares as well as the bonds of these com- 
panies became popular with investors, and dealings therein be- 
came common on the London Stock Exchange. In 1924 there 
were more than 150 of the British and Scottish investment 
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trusts whose issues were listed (i.e., sold) on the stock ex- 
changes in London or in the principal Scotch cities. 

Following the end of the European War, and largely due 
to the popular investment stimulation arising from the Liberty 
Loan campaigns, a movement developed to promote and 
establish investment trusts in the United States. Most of such 
organizations, up to the present, have ben created in the 
interest of stock jobbers or promoters, who seek to reap profits 
from their promotions rather than having in view the best 
interests of investors. The American so-called “investment 
trusts,’ moreover, in most instances, lack the principal of sound 
investment diversification, which is the fundamental basis of 
the British investment trust." 


Individual Investors.—Individual or private investors 
numerically are the largest group among investors. ‘They also 
constitute the purchasers of the most varied classes, the high 
grade, well secured kind, as well as the most speculative. Ac- 
cordingly, the largest market for the speculative securities is 
found among individual investors. Although, as already 
pointed out, it is difficult to classify individuals into investors’ 
groups because of the numerous ranges of individual fortunes 
and the great variety of conditions and circumstances affecting 


individual incomes, the following tentative classification may 
be helpful : 


1. Capitalists, with large fortunes desirous of accumulating 
additional wealth, through profitable investment. 
2. Retired business and professional men, widows and 


others desirous of assuring themselves a steady income 
during old age. 


1For a disctission of diversification, see pp. 45-49. Because of the questionable 


character of several of the newly organized American investment trusts, the New 
York Stock Exchange in 1924 adopted the following resolution: 


“That participation by a member of the Exchange or Stock Exchange firm in 
the formation or management of investment trust corporations or similar organizations 
which in the opinion of the Governing Committee involve features which do not 


properly protect the interests of the investors therein may be held to be an act 
detrimental to the interest or welfare of the Exchange.” 
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3. Active business and professional men who invest as a 
supplementary source of income or with a view to 
building up an estate. 

4. Speculators, who purchase securities largely with a view 
to increase in capital rather than a steady income. 
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CHAPTER IV 
FUNDAMENTAL PRINCIPLES 


Investment Principles and Investment Policy.—In con- 
sidering what are known as the “fundamental principles” of 
investment it should be borne in mind always that these 
principles though of considerable importance are not those of 
an exact science, nor’even of an art, since practical investment 
has no fixed rules or definite methods of procedure. As was 
shown in Chapter I modern investment is merely one of the 
incidental manifestations of civilized mankind’s economic 
activities—a product of the capitalistic system, by means of 
which the human necessaries and comforts of life are provided. 

The background of all modern investment is the law of 
contract and the confidence or the ability to fulfill or compel 
the fulfillment of obligations. Indeed, confidence in the per- 
formance of promises and agreements underlies all credit 
transactions, of which investment is but a part. Investment 
and credit as economic concepts are inseparable. 

As credit transactions are constantly changing in character 
and vary with different political and economic conditions, or 
with changes in laws, customs, and national characteristics, 
any endeavor to adapt investment principles strictly to mathe- 
matical formulas, or to scientific dicta is futile. All that can be 
done is to point out the principles which should prompt in- 
dividuals and institutions in the choice of investments. In- 
vestment principles, moreover, should not be confused with 
investment policy. The latter is not concerned primarily with 
investments, but rather with the investor’s welfare. In other 
words, investment principles are applied to the instruments of 
investments—i.e., the securities, “choses in action,” or what- 
ever they may be designated, whereas investment policy has ap- 
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plication to the needs of individual investors. Investment 
policy, accordingly, varies in individual cases. The “prin- 
ciples,” if worth anything at all, should have a general applica- 
tion. As individual investors’ demands naturally differ, what 
might be considered a good investment for one, may be wholly 
unsuited to another. For this reason, it is obviously difficult 
to draw up a set of rules of general application to all investors, 
or even to rate individuals’ investments by any “key system,” 
or to classify investors into separate and distinct categories. 


The Two Fundamental Principles——There are two chief 
considerations relating to an investment (1) the security of 
principal, and (2) the security of income. The security of 
the principal implies the degree of certainty of the sum of 
money surrendered being returned or recovered. Such sum of 
money is termed the “principal” of the investment. In addi- 
tion to this expected return of the principal, an investor de- 
mands further payments, usually in the form of a fixed 
periodical income, known as “‘interest,” “income,” “yield” or 
“dividend,” in accordance with the nature of the investment in- 
strument. The surrendering of property to the use of another 
without the increment of income is not an investment, but 
a gratuity, or, as it is commonly termed, an “accommodation.” 
Accordingly, nothing constitutes investment which does not 
imply the recovery of both the principal sum and also an addi- 
tional amount or amounts representing income or profit. It 
may be mentioned here that an annuity, whereby one pays 
over a lump sum, to be returned in instalments over a period, 
without obligation to repay principal is not generally considered 
an investment for the reason that there is usually neither a 
profit involved nor any purpose to make a profit.’ Keeping 
these principles constantly in mind will greatly assist students 
in the study and analysis of the various forms of investments. 


1 Government perpetual annuities, mentioned in Chapter XIV, are not considered 
as life or limited annuities such as are referred to here. The tormer are investments 
because they are negotiable and have a market price at any time, thus furnishing a 


basis for repayment of the principal. 
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To secure the return of the principal it is not essential that 
the borrower or debtor should agree to repay the loan at any 
particular time. In other words, it is not necessary for a debt 
to have a maturity date. Thus, many French Government 
bonds are perpetual, since there is no agreement to redeem 
them at any time. The return of the principal in an invest- 
ment of this kind is obtained, however, through the negotia- 
bility or marketability of the security—i.e., an investor is 
enabled to dispose of his commitments through sale and receive 
back value for the sum surrendered. He need not, therefore, 
be concerned with the due date of bonds or other types of in- 
vestments he may hold. As long as the investor can transfer 
for value the evidence of ownership or indebtedness he holds, 
there may be ample security of principal. 


Safety of Income a Prime Consideration.—Although the 
two fundamentals, viz.: security of principal and security of 
income, as stated in the preceding paragraph are separate and 
distinct in their practical application, they are essentially the 
same. If safety of principal is solely considered, the transac- 
tion, as already pointed out, is not of the nature of an invest- 
ment, since the primary purpose of investment is income or 
profit. On the other hand, if there is ‘‘safety of income,”’ from 
the very nature of investment, there will be safety of principal. 
When income is secure, and can be transferred (i.¢., is nego- 
tiable) it will have a “capitalized value.” By this is meant 
that the right to the income can be acquired by the present 
payment of a cash sum. The cash sum, though in actual 
practice it may differ from the sum surrendered by an in- 
dividual investor, is technically and theoretically the principal. 

The purchase for investment purposes of perpetual land 
leases or fixed ground rents has been common in England 
for centuries. It has prevailed in Maryland since colonial 
times. The certainty of income, and the negotiability of these 
leases place them among the highest grade of investments, and 
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their market value is determined by the prevailing rates of in- 
come demanded for the use of capital for long periods of time. 
Similarily, the French Government's perpetual loans (rentes) 
formerly commanded a high value in relation to the annual in- 
come afforded to their holders. Their popularity has been en- 
hanced rather than depressed by the fact that neither the 
debtor nor the creditor has a right to a final settlement of the 
principal. 

A large part of existing investments consists of shares 
representing proprietorship in business enterprise. As a rule, 
these investments are not intended to be liquidated by the re- 
payment to the holder of the principal amount advanced. The 
security of the principal of this large class of investments is 
based upon the income-producing factors or the availability 
of property or commodities which may be converted into cash 
in the event of the liquidation of the enterprise. 


Responsibility of Borrower or User of Investment 
Funds.—Of the factors entering into the security of principal, 
the foremost is the financial responsibility of the borrower or 
user of the funds advanced. Both present and potential finan- 
cial responsibilities are important considerations. Vhe amount 
of the borrower’s wealth and its availability to meet the prin- 
cipal sum when due are the gauges for determining the degree 
of the security of the principal. Proper use of borrowed funds 
is another factor the lender must consider. If a person goes 
to a bank to borrow money, the banker usually inquires as 
to the use to which the money is to be put. If the banker is 
told that the money is desired for playing the races or for other 
illegitimate purposes, he is very likely to refuse the request 
unless he is given a pledge or collateral on which he can realize 
the value of the sum advanced, independently of the borrower’s 
capacity to pay. Without collateral, the banker must have full 
confidence that when the proposed loan comes due the borrower 
will have sufficient wealth on hand to pay the indebtedness. 
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The use to be made of the wealth furnished the borrower is, 
therefore, frequently an important factor in determining the 
security of principal. 

It is not sufficient for the borrower merely to have re- 
sources with which to pay the loan. There should be some 
means of enforcing or compelling him to pay. Hence, many 
investment securities have what is known as a “mortgage,”’ 
or a pledge of property, back of them. The purpose of a 
mortgage is to insure performance of the borrower's obliga- 
tions. In case of default or bankruptcy of the borrower, the 
mortgage, or pledge, gives the lender, t.c., the investor, a pre- 
ferred claim on property as against other creditors. In sub- 
stance, he has authority to make a legal seizure of property 
and dispose of it to satisfy the loan. The conditions of the 
mortgage are scrutinized very carefully in studying the merits 
of various classes of investments. Most American railroad 
bonds are mortgage bonds. Bonds which have no mortgage 
security are known in the United States as “debentures,” or 
plain “bonds.’’ The distinguishing characteristics of these 
two classes of securities are discussed in detail in a later 


chapter (Chapter VIT). 


Durability of Assets.—A further element in the security of 
principal is the permanence or durability of the assets which 
are pledged directly or indirectly to secure the investment. 
If a person is loaned $10,000, with the agreement that he pay 
it back in twenty-five years, and the only security he gives is 
a pledge of a frame building with no provision requiring that 
it be kept in repair and in as good condition as when the money 


was loaned, the lender may find no value at all to the security 
at the end of the twenty-five years. 


Hence his principal may 
be lost. 


A careful investor demands that provisions be included in 


the mortgage to guard against future losses of value. For this 


reason, most loan agreements secured by a pledge of property 
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as well as unsecured loans contain provisions requiring main- 
tenance and repairs, and insurance against accidents, fires, 
floods, and other contingencies. In this way, the investor, 
though not having the right to take possession and control of 
the pledged property, is given some indirect means of pro- 
tecting the principal of his investment. This matter will be 
discussed in more detail in Chapter VII 


Negotiability of Assets.—Another element in the security 
of the principal is the character of the property safeguarding 
the repayment of the investment. The property should have 
what is known as “market value,” or marketability. In other 
words, the property or assets should be readily transferable. 
This does not mean that pledged assets should always be of a 
nature to command ready purchasers and be instantly disposed 
of, though in some cases as in ordinary short term business 
loans it may be desirable that the pledged security be readily 
salable commodities or goods. 

The great mass of physical property in use has no fixed 
or definite market value that may be determined from day to 
day, by reference to current price quotations. Yet such prop- 
erty has an investment or “capital” value, particularly if the 
assets are capable of profitable employment. A railroad, for 
example, cannot be said to have market value, because if it 
fails to repay the principal on its secured indebtedness, it can- 
not be carried off, or broken up and sold. But if the property 
has good earning power and is in good physical condition, there 
is likely to be some person or group of persons who will as- 
sume the loan and become responsible for the payment of the 
principal. The cost of fixed property or its appraised repro- 
duction value should not be confused with its investment value. 
The fact that one piece of property originally cost more than 
another or has a greater reproduction cost does not mean that 
it has a greater value as an investment. 
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Marketability as an Element Securing Principal. On 
page 32 it was pointed out that it is not essential for an 
investor to have a promise that the capital he surrenders be 
returned to him at a certain date or at any future time in order 
to make secure the safety of the principal. It is essential to 
safety of principal, however, in such cases, that the investment 
(whether a loan or the acquisition of a claim of proprietorship, 
such as a share of stock) should have both negotiability and 
marketability. The fact that most investments are negotiable, 
and can be transferred by mere delivery or by endorsement, 
underlies their marketable qualities.” 


Listed and Unlisted Securities——The importance of se- 
curity exchanges as a factor in the development of modern in- 
vestment was pointed out in a previous chapter. Their 
main advantage in investment is the marketability afforded 
to investment. Not all investments, even those having prime 
marketability are “listed” (1.e., sold) on organized security 
exchanges and many securities which are listed are negotiated 
more frequently off than on the exchange. Nevertheless, list- 
ing (1.e., permitting a security to be bought, sold and quoted) 
on a stock exchange has several important advantages. In 
the first place, it furnishes an open public market, on which 
“bids and offers” are registered and can be generally obtained 
at any time during trading hours. In this way, the investor 
knows the security value in the same way as a cotton grower 
or wheat farmer knows the market price of his product. Sec- 
ondly, the marketability afforded by current quotation of a 
stock exchange assists in giving an investment a “hypothecary 
value.” By this is meant, that a “listed security” is more 
readily taken by banks and money lenders as pledges for re- 


2On page 19, of Chamberlain's Principles of Bond Investment, the statement is 
made that demand loans and bank deposits, when considered as investments, have the 
highest degree of marketability. In this statement, Mr. Chamberlain confuses con- 
vertability into cash or the actual right to the return of the sum advanced with 
marketability. In the call loan and the demand deposit, the option is given both the 


borrower and the lender to close the transaction by merely giving customary notice of 
intention, 
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payment of loans. The holder of the security, therefore, can 
more readily obtain cash by pledging his investment, and in 
this way, may avoid the necessity of disposing of desirable 
investments in an unfavorable market or when temporarily in 
need of cash. Similarly, banks, insurance companies and 
business concerns which from time to time invest their 
surplus or idle funds, prefer securities which are regularly 
quoted on a public exchange.* 

From their very nature, many of the most popular forms 
of investments are not readily marketable by public negotia- 
tion. The so-called “commercial paper,’ consisting of short- 
term obligations of merchants, manufacturers and others, is 
not bought or sold on public market places in the United 
States.* Investments of this character are generally known as 
“discounted obligations” (7.e., obligations purchased at a dis- 
count or reduction below the face value), the market price 
of which is determined by the current discount rate on short- 
term loans as well as by the financial soundness of the makers 
of the obligations. 

Real estate and real estate mortgage loans likewise have no 
public market place. Buyers and sellers of this class of in- 
vestments are brought together through brokers or other 
intermediaries, as, for example, banking institutions and 
mortgage companies. As will be shown in a later chapter, 
real estate and real estate loans have not the marketability of 
most corporation bonds and stocks. This, however, is not due 
so much to the absence of a public exchange for their negotia- 
tion as to the nature of the investment itself. 

Several important classes of investments constituting in- 


3 Another advantage frequently attributed to listed securities. is that the exchange 
authorities of some of the exchanges require certified statements of the history, pur- 
pose and financial condition of the companies or countries whose securities are desired 
to be “‘listed.”” This is generally an over-rated advantage, however, since the informa- 
tion furnished, as pointed out by Chamberlain, is not as detailed or thorough as 
compared with the intimate knowledge any bond house must have of the condition 
of a company whose obligations it purchases. See also Chapter XX. 

4There is, however, a so-called ‘‘open market” for certain kinds of commercial 
paper both in New York and in London. See Chapter on “Commercial Paper as 
Investments.” 
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come-bearing obligations of long maturity, are not generally 
listed on exchanges. Among these, are state and municipal 
obligations. Probably the principal reason for not “listing” 
these is the inability or unwillingness of states and munici- 
palities to submit to the “listing” formalities and requirements. 
Another reason that has considerable weight is that the bulk 
of the individual issues of municipal obligations are for 
relatively small amounts, or each issue comprises maturities 
of varying dates, thus necessitating separate quotations for 
each maturity. All this handicaps public dealing in securities 
on an exchange.” 

The fact that a security is listed or quoted on an exchange 
does not necessarily give it immediate negotiability or market- 
ability, nor does it make it readily acceptable as loan collateral. 
Of the great bulk of the numerous stocks, bonds and other 
securities that are “‘listed’’ on the New York Stock Exchange, 
only a small proportion are actively dealt in from day to day. 
In many separate issues, there are no transactions from one end 
of the year to the other, and in instances where “bids” and 
“offers” are reported, the margin between the two is so wide 
that there is no basis for a measurement of market value. 
Moreover, unless a security is actively traded in, the “bid” 
and “offered” prices as registered on the “board” of the Stock 
Exchange are more likely to be the result of manipulation of 
brokers or others interested in setting a price on a security, 
than the effect of natural forces which create market value. 

An essential to insuring marketability to investments is 
large volume of the particular obligations or other security 
represented by the investment. The amount involved, in other 
words, should be sufficiently large to afford a distribution 
among individual holders. The distribution itself, moreover, 
must be sufficiently broad at all times to have some holders 
who are willing to sell at a price as well as persons who are 
willing to buy. Many “‘listed” investment securities, of very 


> See in Chapter X. 
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sound character, are held in large lots chiefly by financial in- 
stitutions. This circumstance affects marketability in that it 
renders such securities “inactive” on the exchange. Inactivity, 
however, does not necessarily lead to lower price than an 
active issue of the same class,° but it does limit to a greater 
degree the amount that can be marketed at one time, and 
generally causes wider disparity between the registered “bid” 
and “asked” prices. 

With the development of investment banking houses, and 
brokerage firms specializing in the merchandising of invest- 
ments, there is today less dependence on public exchanges for 
the negotiation of investment securities. ‘The great system of 
American bond houses is really an immense exchange in it- 
self.” * This system, with the aid of telegraph and telephone, 
fulfils for most purposes the legitimate functions of an in- 
vestment exchange. Its effectiveness is indicated by the fact 
that more than three-fourths of transactions in bonds that are 
listed on the New York Stock Exchange take place “over the 
counter,” 1.e., by private negotiation, and not by public bid 
and offer on the floor of the exchange. 


Security of Income.—High rate of income and security 
of principal do not go hand in hand. They are frequently in- 
versely related. The periodical income received by the investor 
is generally larger when the security of principal is meager 
than when it is very firm. Investment income ordinarily rep- 
resents two elements of compensation; one element, called 
“pure interest which constitutes the reward for surrendering 
the use of the money’’; the other is known as “‘compensation 
for risk.”” Naturally, the greater risk that an investor takes 
when making a loan, the more income he demands to cover this 
risk. 


6 This may be illustrated by reference to the price quotations of the Michigan 
Central Railroad stock, of which $16,819,300 of a total amount of $18,736,400 is 
held by the New York Central Railroad. During 1923 only 100 shares of this stock 
was sold on the New York Stock Exchange. 

7 Chamberlain, Principles of Bond Investment, page 66. 
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Stability of Interest Return.—It is important in studying 
an investment to determine the permanence or stability, as 
well as the amount, of the income to be received. Most people 
loan money in order to get a fixed periodical income from it. 
The best assurance of receiving this is the steadiness of the 
earnings and profits of the borrower. An investor who lends 
money to a railroad that fails to make a profit on its operations 
is generally unwilling to wait for his income return on his in- 
vestment until its earnings improve or to accept a promissory 
note in lieu of cash income. The income is payable in cash 
or its equivalent, so that the railroads must earn a profit re- 
coverable in cash over current expenses to pay the interest or 
be able to obtain it by other means. If the company fails to 
earn over a period of years sufficient to pay its current ex- 
penses and regular interest charges, there is usually an 
impairment of confidence on the part of the investors that 
have furnished funds to a company. A concern in this posi- 
tion finds it impossible or exceedingly difficult to sell its 
securities in the market because the majority of investors de- 
mand regular periodical income and will make commitments 


only in companies that have met their interest obligations over 
a period of years. 


Maintaining Stability—Back of this question of income 
stability on investments lies the important distinction between 
bonds and stocks as investments. In the case of bonds the 
essential query is, “‘Has the lender or holder of the bond some 


right or power to demand and enforce the payment of the in- 


come by the debtor corporations?” In the case of stocks, 


there is usually no such power, and, as a rule, the stockholder 
is less sure of his income than the bondholder, A great many 
investors neglect the fact that a stockholder is only a proprietor 
and cannot enforce the collection of his investments; whereas 
the bondholder usually has some power either to enforce the 
regular payment of income or claim the return of the principal. 
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Whether the bondholder can personally aud without legal as- 
sistance exercise that power, is another matter to be dealt with 
in later chapters. 


Taxation.—Stability of investment income is affected by 
the taxes imposed upon this income. Whenever the holder of 
a security is taxed on the income received therefrom, he is 
deprived of a part of this income. Hence, when making a 
purchase of an investment security, he is never sure of the in- 
come he is to receive because the tax rate can be changed from 
year to year. This is the reason why many investors prefer 
tax-exempt bonds, t.e., bonds the income from which is not 
taxed. Such bonds furnish a greater certainty of income. Tax 
exemption in these days of high income taxation is a very im- 
portant factor in the selection of investments. Its direct sig- 
nificance in relation to the various classes of investments will 
be discussed in subsequent chapters. 
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CHAPTER Y. 
DERIVATIVE PRINCIPLES 


Classification of Secondary Principles Difficult.—The in- 
cidental factors of sound investment so ably presented by 
Lawrence Chamberlain! are concerned more with investment 
policy rather than with the intrinsic merits or qualities of the 
securities themselves. Investment policy and procedure are de- 
pendent largely on transitory circumstances. They are mat- 
ters regarding which it is exceedingly difficult to lay down 
general rules and even more difficult to apply in actual trans- 
actions. The classification of investors into groups or cate- 
gories has not progressed sufficiently to permit the application 
of hard-and-fast rules as to what issues should be taken on or 
what avoided by any one group. Evidence of this is the partial 
failure or inadequacy of the national and state laws limiting 
the investments of savings banks, trustees, insurance companies 
and other fiduciary institutions, a matter reserved for discus- 
sion in future chapters. If investment rules, maxims, adages 
and formulas can be developed, they will not differ, in the long 
run, from the principles which guide business men in their 
activities to provide human needs and services for their indi- 
vidual gain. The minimizing of risks on one hand and the 
enlargement of rewards on the other, whether in the form of 


profits or of income, are the foundation stones of modern 
business progress. 


Freedom from Care.—As investors generally lose control 
of funds surrendered by them in return for income, and as they 
who pay for the use of investment funds desire a reward for 
themselves in addition to what is paid for the use, it is logical 
~~ 2The Principles of Bond Investment, Ch. VII, 
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to expect the investors’ income to be smaller, all things con- 
sidered, than that of the entrepreneur. But, in view of this 
smaller return, the investor desires and should be relieved of 
much of the care that is involved in business operations. The 
degree of the relief, other things being equal, is proportionate 
to the reduction in the return. Accordingly, the investments 
commanding the highest prices in relation to income are those 
which require the least labor and care in their handling, in 
their negotiability and in the collection of the return.” 


Acceptable Denomination.—By acceptable denomination 
is meant a par or face value of a single investment instrument, 
which renders it convenient for the purchaser or large classes 
of investors. Little can be added to the discussion of this im- 
portant feature contained in Mr. Chamberlain’s treatise. As 
he points out, “In academic discussions of investment virtues, 
the importance of denomination is seldom duly emphasized.” 
However, the matter is constantly receiving more attention in 
financial circles. Savings institutions have come to accept 
smaller and smaller minimum deposits, and the terse invitation 
that “One dollar will open an account” is now used by the 
savings department of the largest bank in America. Liberty 
Bonds were issued in as low as $50 denominations, in order 
more widely to distribute the issues, and, at the same time, 
large denominations were provided for the more affluent citi- 
zens, who desire to avoid the labor and inconvenience of cut- 
ting many coupons or of paying for extra safe-deposit space. 

Notwithstanding the advantage of varied denominations 
of investment instruments, particularly bonds and stocks, in 
affording wider marketability, there are certain valid objec- 
tions to the issue and sale of securities of very small or un- 
usually large denominations. An issue of commercial paper, 
bonds or stocks in small denominations (1.e., in amounts rang- 
ing from $5 to $100) entails extra expense both in the flotation 


2For further discussion of this subject see Chapter X on the ‘‘Mechanics of 
Investment.” 
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or in the handling of investment funds. The cost of furnishing 
engraved certificates not readily counterfeited, the additional 
expense of proper certification and of registration, are in many 
cases considerable. Moreover, the trading rules on a number of 
exchanges place a limit on the minimum amount which may 
be negotiated in one transaction, and a denomination smaller 
than the minimum may not be acceptable in the sales contract. 
Accordingly, smaller denominations are designated as “odd 
lots” and sellers of these are frequently required to accept lower 
prices, whereas the purchasers must pay a higher price. This 
may be due either to relatively higher brokerage fees for nego- 
tiating small denominations, or to the necessity of sale to 
“small lot’ dealers instead of a sale made through brokers 
directly to investors. Thus, the rules of the New York Stock 
Exchange make $1,000 the minimum trading amount in 
bonds, and roo shares the trading unit in stocks. Smaller 
denominations in bonds or smaller number of stock shares are 
bought and sold to “odd-lot dealers,” a special group of Stock 
Exchange members who pay a price under the market when 
they buy or charge above the market when they sell in amounts 


less than the minimum that can be negotiated on the floor of 
the exchange.* 


Potential Appreciation.—The expectation of appreciation 
in the market value of an investment is an element of specu- 
lation. It is, therefore, incidental only to the prime motive of 
investment—the securing of income. Yet the possibility or 
likelihood of appreciation is closely related to the inherent 
qualities of all sound placement of capital funds. It is a factor 


8In the leading European financial centers, the amount of investment securities 
of small denominations is much greater relatively than in the United States The 
quotations of the small denominations generally vary from the quotation of the standard 
denomination. In some cases, such as government bonds, the certificates of which 
are of the same size as the large denominations, the market price of th 11 
“small pieces’’ is considerabl d of : en 

a a : i ply under that of the larger denominations, This is 
particu arly so when the certificates of small denominations are not convertible into 
larger units. The marketability of the small denominations may be further limited 
through the inability or neglect to list these certificates < h 
roe ale ir ce: x 2 yn the exchange. Thus, the 
small pieces’? become “unlisted numbers’? and, as such, are not “ codudels aS 
sales contracts executed on the floor of the exchange. = barniagacdiel 
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relating to the safety of income in much the same way as is 
tax-exemption. Increase in market value, though legally and 
theoretically an increment of the principal, is commonly re- 
garded as income or profit. At least, this is the ruling in 
income taxation. Moreover, safety of principal is enhanced by 
market value appreciation. Investing in securities that are 
negotiable and continuously marketable at or above the first 
cost to the investor may really be said to give the in- 
vestment the character of a ‘demand loan.” It enables a 
commitment to be recalled without capital loss, and with only 
the sacrifice of expected future income. In the long run 
nothing affords a better basis for potential appreciation than 
the safety of the income, and of the principal. It is true that 
large speculative profits may be gained from the purchase of 
securities which temporarily lack these two qualities, but in 
transactions of this nature, the potential gains are usually off- 
set by the risk of as great or greater losses. The fundamental 
purpose of investment (1.e., periodical and steady income), 
is, therefore, lacking, so that the purchase or sale of investments 
with a view to capital gains through appreciation in market 
value differs essentially from the permanent placing of funds 
in credit instruments which are expected to have a higher 
market valuation merely as an incidence of the transaction.* 


Diversification.— Diversification of investment is purely 
a matter of investment policy, and has little, if any, connection 
with the inherent qualities of the instruments of investment. 
Because the problem is one of policy, it is difficult—in fact, 
almost useless—to lay down general rules applicable to all 
cases of investment. The doctrine of the distribution of risk 
is common to all business transactions, and is at the basis of the 
activities of the two leading institutions of finance—the banks 
and the insurance companies. Diversification, therefore, goes 


4A security purchased at a discount (i.e., under the face value of the principal 
amount) that increases in market value merely because of the approach to its matur- 
ity date, theoretically does not appreciate in value. This is discussed in Chapter X, 
dealing with bond values and income yield computations. 
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hand in hand with risk distribution. It does not mean, as is 
sometimes indicated, that an individual investor should spread 
his investments partly among sound high grade securities, and 
partly aniong more speculative commitments. It does not 
mean moreover, a spreading of investments among widely 
scattered groups or in many types of business. There are some 
classes of business enterprises which should be avoided alto- 
gether by careful investors and others which, though engaged 
in a speculative or unstable industry, conduct their affairs in 
such a manner that they are not affected by conditions in- 
volving the integrity of the others.® 

Diversification, in essence, is nothing more than selecting 
investments in a way that influences affecting market values 
or intrinsic merits, to which one or more are susceptible, will 
not spread to or involve the whole commitment. In other 
words, investments should be selected in the same manner as 
fire insurance companies place their policies. If a building is 
abnormally susceptible to fire risk, the insurance company gen- 
erally refuses to underwrite the fire loss or, if it does so, the 
premium charged is extraordinarily high. Furthermore, a 
structure may be as safe from a fire hazard as humanly possi- 
ble, but if the company is already carrying heavy risks on other 
structures in the same neighborhood which are likely to be 
affected by a single conflagration, the risk will be avoided. 

The full advantages of diversification are rarely gained by 
individual investors other than the wealthy class. Savings 
banks, insurance companies, trust estates and others handling 
large amounts of capital funds have facilities for effecting 
diversification. These institutions can carry eggs in many 
baskets if they are equipped to “watch all the baskets.” The 
individual investor of ordinary means rarely has these facilities, 
so that extreme diversification because of inability to watch all 
his separate commitments, may result in losses rather than 


5 At this writing electric traction com ies ar i 
aA Se Sag panies are widely regarded i 
ment propositions, yet, in individual cases, where these consents devices hppa. 
and terminal business, they are highly profitable with promise of further Tpioesess y 
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gains. Although little has been accomplished in the United 
States to afford small individual investors the benefits and 
protection of diversification in Great Britain, as already pointed 
out on page 26, the investment trust has been well organized 
and developed for this purpose. The underlying aims of the 
investment trust are the diversification of its security holdings, 
and the extension of opportunity for small investors to put their 
funds into enterprises which would otherwise be closed to them. 
These aims are accomplished by virtually pooling funds ob- 
tained from investors and using them to purchase a wide 
variety of offerings, the investors having a ratable interest in 
the assets and income of the trust, proportioned or adjusted to 
the class of its shares or obligations that he holds. 

The properly managed investment trust, to carry out its 
purposes, must be operated in the interests of the investors 
represented by its share and debenture holders. These should 
be protected against attempts to mingle bad with good invest- 
ments. The managers of an investment trust, in the nature of 
the case, should be equipped with powers of discretion in ac- 
quiring securities, in paying dividends, and in allowing for 
reasonable expenses of operation. Adequate reserves, to off- 
set possible losses, should also be provided. Moreover, to keep 
their shareholders informed of their operations, the invest- 
ment trusts should publish at frequent intervals comprehensive 
reports concerning their security holdings, their earnings, and 
their operating costs. The directors should be guided by the 
advice of expert advisory boards, such as control the savings 
banks and insurance companies in their investment activities, 
and not be influenced by desire for personal gain or “stock 
jobbing”’ opportunities. 

It may be remarked that, in the United States, the savings 
banks have performed to some extent the functions of the 
British investment trusts. There is, however, one important 
distinction between the two institutions. The savings banks 
obtain the bulk of their funds from one source only, namely, 
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deposits. Each depositor receives the same rate of interest on 
his deposits as the others. The depositors also as stated on 
page 22 have the privilege, subject to legal limitations, of de- 
manding the return of their funds on deposit. In the case of 
investment trusts, the capital funds are obtained through the 
sale of obligations or shares of the organization itself. These 
securities are circulated in the same manner as other invest- 
ment securities, and the holders are restricted to the rights 
and claims as designated in the written instruments. In this 
way, individual investors desiring a large safety of income, 
can purchase the class of obligations of the investment trust 
having a first claim on its assets and income, but limited to 
a low rate of periodical income. Others, desiring more 
speculative securities, can purchase the shares of the investment 
trust which affords no definite promise of income but which 
may claim or receive residual earnings without prescribed 
limit. Some of the British investment trusts have issued as 
many as five classes of securities. On the whole, these organi- 
zations have been successful, inasmuch as they have been 
created and managed by experienced bankers and financiers 
whose knowledge of investment and business affairs has as- 
sisted them in making profitable investments and in shifting 
their holdings so as to realize additional increments of capital 
without sacrifice of income. 

As stated on page 27, there has been a growth of gen- 
eral interest since the close of the World War in the invest- 
ment trust in the United States. It was with a view to con- 
serving such interest and preventing it from being destroyed, 
that in the summer of 1924, as already stated, the New York 
Stock Exchange adopted a resolution prohibiting its members 


from engaging in the organization of so-called investment 


trusts through undesirable methods. A number of these in- 


vestment trusts in the United States have been organized 


mainly for the purpose of promoting speculation and manipu- 


lation rather than for investment purposes. Others, however 
b ’ 
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have been created from the same viewpoint which led about a 
half century ago to the creation of the British and Scottish 
investment trusts, which are reputed to have successfully ac- 
complished their legitimate aims. 

The most successful of the British investment trusts adhere 
fundamentally to the idea of careful selection of diversified 
securities, with a view to averaging risks which cannot be 
guarded against by investigation. To substitute for this idea 
proposed opportunities to participate in joint “pooling’’ and 
other speculative operations, is to misuse the original plan of 
the investment trusts.® 
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(See Chapter V.) 


6 For an excellent short discussion of recent American investment trusts as 
contrasted with the earlier British concerns, see Russell D. Kilborne ‘“‘American In- 
vestment Trusts’ in Harvard Business Review, January 1925, pages 160-170; also 
The Federal Reserve Bulletin, Vol. 7, page 64. 


CHAPTERS yt 


THE FIELD OF INVESTMENT 


Classes of Credit.—In the preceding chapters, the develop- 
ment and fundamental principles of investments were dis- 
cussed. The more concrete topic, the field of investment, will 
now be treated. This involves a discussion of credit, because 
investment, whether the purchase of obligations (1.e., choses in 
action) or shares (i.e., participation in ownership), as already 
pointed out, is essentially a form of credit." It has also been 
stated in previous pages that an investment involves the tem- 
porary transfer of value, which may consist of concrete goods, 
a fund of capital, i.e, money or securities, or a mere right or 
privilege, and which, for purposes of exchange or transfer, is 
computed in terms of money. Almost all forms of credit like- 
wise represent a transfer of value by one or more persons to 
the possession or use of others. There are two general forms 
of credit: commercial credit and investment credit. These 
are handled by the two leading types of banking institutions: 
vig., the commercial banks, or banks of discount and deposit, 
and the investment banks. It is the function of both classes 
of institutions to furnish credit. The banks of deposit and 
discount are mainly concerned with commercial, or short-term 


credit. Investment banks, on the other hand, are concerned 
with long-term, or capital credit. 


Commercial Credit Institutions—The great bulk of the 


banking institutions of the country are commercial banks. 
These are frequently designated “banks of deposit and dis- 


17The author is aware that some economists e istincti 
s sts mak 
i aaeen ae é : a distinction between a “ 
and an “equity’’ or participation in ownership. The distinction from the practical 


investment viewpoint is, however, largely legal and theoretical as wi 
viewp ¢ cal as w S 
Many securities involve both the “credit” and “equity” primeira rua i eS 
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count,” for the reason that they receive deposits of funds, and 
at the same time, make loans through discounting commercial 
paper. The discount operation consists of buying a claim 
toa future payment. The claim is, of course, represented by 
a negotiable credit instrument, such as a promissory note, a 
draft or a bill of exchange. 

When a client comes to a commercial bank for a loan, he 
is usually asked concerning the use or purpose of the loan. The 
reason for this is that the transaction for which he desires 
commercial credit should be of a self-liquidating character. It 
should be based on the purchase and sale of goods or services, 
or on the conversion of goods and materials into forms which 
make them readily exchangeable for cash. Thus, the main 
business of commercial banks is to grant loans to manufac- 
turers and merchants. When a merchant borrows money to 
buy goods, he is generally expected to dispose of all or part 
of these goods during the period in which the loan matures. 
If a manufacturer borrows money to buy raw materials to turn 
into finished articles, he is expected to complete their manu- 
facture and market them in time to pay off the loan when due. 
This, however, is not always required in actual practice. Cer- 
tain manufacturers and merchants have with banks what is 
known as a “line of credit.”” They possess sufficient financial 
resources to be able to borrow for short terms on their general 
security. In some cases the borrower’s general resources are 
the primary basis on which he gets a loan from a commercial 
bank while in other cases they are given second consideration. 
In connection with the latter, the bank generally demands 
special security, which is based on existing values (1.c., com- 
modities, goods or wealth) or it takes some form of guarantee 
that the loan will be repaid at maturity. In short, the purpose 
of commercial banking is to furnish borrowers the use of 
cash for the purchase, sale, or manufacture of goods which in 
a few months will be disposed of and reconverted into cash, the 
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basis of this short term credit being the borrower’s liquid as- 
sets, or assets that can be readily exchanged for cash. 

The national banks created under the National Banking Act 
are commercial banks. They, together with many state banking 
institutions of the same kind, are members of the Federal Re- 
serve System dominated by twelve federal reserve banks which 
performs for other banks the same service as the latter 
furnish their customers. That is, each federal reserve bank 
grants credits to the member commercial banks in its district 
through advances or rediscounts of commercial paper which 
is based mainly on purchase and sale transactions or secured 
by actual commodities. These credits must have a maturity of 
not more than six months.” 


Forms of Short-Term Credit.—It is the intention here 
to point out only a few of the forms of short-term credit. The 
primary type of short-term credit is the open account. This 
involves merely the transfer of funds or other values to another 
party with no other security than the statement in the ledger 
that such a loan or sale on credit has been made, or such a 
service has been rendered, for which payment will not be re- 
ceived until some future time. The open account is a very 
common form of credit in almost all lines of business. A good 
example of it is the bank deposit. A depositor puts money 
in the bank and receives in return the right to demand it at 
any time during banking hours. He is thus giving credit to 
the bank. The money on deposit becomes the property of the 
bank, the depositor merely having the right to claim from it 
an equivalent amount. 

Another form of commercial, or short-term, credit is the 
promissory note. This is a written promise to pay a sum of 
money on demand or at a fixed date which is given by the 
borrower to the creditor. It is the commonest form of negoti- 
able commercial credit in the United States, though a movement 


2 Certain kinds of agricultural credits may extend for a longer period 
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has recently been started to curtail its use by substituting the 
so-called “trade acceptance,” and “banker’s acceptance.” 
While not exactly like the promissory note, the trade acceptance 
is essentialy a similar form of credit. It is an order of one 
party, usually the seller, on another party, the buyer, to pay 
the former or some third party, a specified sum at a specified 
time and place.* The drawee or buyer usually indicates his 
acceptance of the order by writing the word “accepted” across 
the face and affixing his signature, thereby making himself 
liable on the draft. The bank acceptance is drawn directly on 
a bank, which agrees to pay the stated account. The bank ac- 
cepts the obligation in return for a fee, thus lending its credit 
to a borrower, who usually agrees to furnish the bank with 
the funds at maturity to meet the obligation. 

The use of the acceptance by banks in the Federal Reserve 
System is defined and limited by statute. This has brought 
into American banking practice an element of security from 
which the European institutions are generally free. British 
and Continental bankers are under no legal restraint in select- 
ing the character of the transactions which underlie the bills 
of exchange they accept. American banks, on the contrary, 
act under charters which bestow upon them certain limited and 
delegated powers. Prior to the Federal Reserve Act, the power 
to accept drafts made upon them was not among the powers 
granted national banks; and it exists today only to a limited 
extent as defined by that Act and in accordance with the 
regulations and rulings of the Federal Reserve Board or the 
opinions of its counsel.* 


3 The Federal Reserve Board has defined the trade acceptance as ‘‘a draft or 
bill of exchange drawn by the seller on the purchaser of goods sold, and accepted 
by such purchaser.”” The word “‘goods’”’ as here used, means goods, wares, merchandise, 
or agricultural products, including live stock. 

4Under the provisions of Section 13 of the Federal Reserve Act, as amended, 
member banks are permitted to accept drafts or bills of exchange drawn upon them 
which, excluding days of grace, mature within six months. The accepted bill or draft 
also must fulfil at least one of the following conditions: 

1. Have origin in a transaction involving the importation or exportation of 


goods, or 
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Relation of Commercial Credits and Volume of Cur- 
rency.—Commercial credits, because of their short maturity 
and their background of commodities and other consumable 
goods readily convertible into cash, serve as a substitute for 
money. By means of commercial credit, currency is manufac- 
tured for the use of industry and the public as well. This 1s 
accomplished through the ready negotiability and convertibility 
of most commercial credits. As commercial loans are generally 
effected through advances made by banks to their clients, it 
results that whenever a bank makes such an advance or dis- 
counts a note or bill, it gives some one the right to draw a 
cheque upon it for the amount. In other words, bank loans are 
made not by directly passing over the cash, but by giving the 
borrower a credit for the amount on its books, and allowing 
him to draw cheques against this credit. These cheques serve 
as a medium of exchange in commercial transactions and con- 
sequently perform the function of money. Some banks, more- 
over, in granting loans, have the right to issue to borrowers 
their own negotiable notes, usually payable on demand, which 
also serve as currency. In the United States, both the naticnal 
banks and the Federal Reserve Banks have this privilege which 


is exercised under the limitations imposed by the national 
banking laws.° 


Long-Term or Capital Credit—lLong-term or capital 
credits comprise principally real estate loans and bonds, and, 
to some degree, shares of stock. Like ordinary promissory 
notes, long term credit instruments may be secured or unse- 
cured. Thus, they may be secured by a pledge to the lender of 
valuable collateral, just as a three months’ note may be dis- 
counted by a bank against the deposit of collateral in the 


2. Arise from a transaction involving domestic shipment of goods and have 
shipping documents attached at the time 


veying title to the goods, or 
3. Be secured at the time of acceptance by 


document conveying or securing title to r 
5 See Chapter XVI on U 


of acceptance securing or con- 


warehouse receipt or other such 
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nited States Government bonds, 


Ch. 6] THE FIELD OF INVESTMENT 55 


shape of warehouse receipts, bonds and shares of stock. Or 
they may be represented by a simple certificate acknowledging 
the debt without any pledge of wealth or assets, and without 
specific claim against property. The subject is discussed in 
detail in Chapter VII. 

Outwardly, therefore, a capital credit cannot be distin- 
guished from a commercial credit. The duration and the pur- 
pose of the transaction are the distinguishing features. As a 
rule, commercial banks do not lend money for a period extend- 
ing beyond six months. Long-term credit may, therefore, be 
considered as a transfer of value for an original maturity of 
more than six months. However, there is no fixed period of 
time by which commercial credit may be distinguished from 
capital credit. The duration of the credit is determined largely 
by the nature of the transaction underlying the credit. For ex- 
ample, when money is lent to a manufacturer to enable him 
to work up raw materials into manufactured goods, the period 
required for the process will be the term of the commercial 
credit. Credits running longer than a year are geiierally con- 
sidered capital credits, though in some cases commercial credits 
extend for over a year.® 

A more fundamental distinction between long- and 
short-term credits than mere duration is the purpose of the 
loan. When the borrowing is to acquire property of a perma- 
nent nature or to retain in a business additional capital for 
its operations, the resulting credits are essentially capital credits, 
regardless of maturity. Loans for such purposes, theoreti- 
cally at least, are not negotiated by commercial banks for the 
reason that they are not self-liquidating—7.e., they are not used 
to acquire goods or commodities that are to be sold and the 
value converted back into cash. Accordingly, specialized bank- 
ing institutions have been developed for negotiating and 
handling long term or capital credits. 


6 Commercial credits that are regularly renewed at each maturity (1.e., “revolving 
credits’?) may serve the purpose of long-term loans. 
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Dealers in Capital Credits—Investment banking institu- 
tions which are concerned with capital credits are, on the whole, 
a more recent development than commercial banks, though they 
are becoming of increasing importance. Originating in many 
cases, as private businesses, conducted by individuals or part- 
nerships, they have been gradually taking on the corporate 
form of organization. There still exist in the United States, 
however, several of the larger and older influential private 
banking houses, such as J. P. Morgan & Company; Brown 
Brothers & Company; Lee, Higginson & Company; Alexander 
Brown & Son; Belmont & Company; Speyer & Company, 
Paine, Webber & Company; and others. These have their 
counterpart in Great Britain in the Rothschilds, and Coutts, 
the Barings and the Schroeders. Nothwithstanding their en- 
trenched position as “dealers in capital credits” (i.¢., invest- 
ments) they now have powerful rivals in the large trust com- 
panies and commercial banking institutions, which during the 
last quarter of a century, have been entering the investment 
field on an ever increasing scale. 

The state chartered trust companies were the first banking 
corporations to combine in their activities the commercial and 
investment branches of the banking business. The establish- 
ment of these institutions dates back about a century. 

The first trust company chartered in New York was the 
Farmers Loan and Trust Company, founded in 1822. Though 
as their name implies, trust companies were originally intended 
to administer trusts and in a few instances to operate as life 
insurance offices, they gradually expanded into the broad fields 
of commercial and investment banking. The investment end 
of the business was a logical sequence of the execution of trusts, 
since this operation frequently involved the investment as well 
as the custody of funds. As promoters of industrial and com- 
mercial enterprises and as dealers in mortgages and investment 
securities, trust companies have become prominent only in the 
last quarter of a century. The movement, however, has been 
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exceedingly rapid. This is indicated by the growth of the in- 
vestment business of such institutions as the Guaranty Trust 
Company, the Bankers Trust Company, The Equitable Trust 
Company of New York, and the Harris Trust & Savings Bank 
of Chicago. Investment activities have not lessened or inter- 
fered with the commercial banking operations of the trust com- 
panies, and the commercial end of the business has become and 
still remains the dominant one in most instances. 

The great commercial banks were not EArt ob- 
servers of the expansion of trust company functions. They 
naturally were unwilling to leave the investment banking field 
to their trust company rivals. When not hindered by their 
charter restrictions, they reached out into the business of 
originating and dealing in the various kinds of investment 
securities. They sought, moreover, to have their charters 
broadened so as to undertake trust functions as well as that of 
deposit and discount banking. The national government and 
many of the states were at first reluctant to grant these addi- 
tional privileges to the commercial banks organized under their 
respective laws, but the drift toward the department store type 
of banking could not be swept aside. Today, national banks 
may act as trustees, and many states of the Union have granted 
the same right to the commercial banks created under their 
banking laws. 

The first dominant instance of a large national bank ex- 
panding into investment banking was furnished by the Na- 
tional City Bank. About 1909, under the presidency of 
Frank A. Vanderlip, the bank prepared a plan to operate a 
securities company by organizing a corporation of which it 
would have entire ownership. The Comptroller of the Cur- 
rency at the time disapproved this proceeding, but two years 
later, a new plan, whereby the investment company’s shares 
would be held by the individual stockholders of the bank in the 
same proportion as their holdings in the National City Bank, 
passed the gauntlet of official restrictions. The example has 
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been followed by numerous other national banks. In this way 
these institutions, created solely as banks of discount and de- 
posit, in the course of their operations promote and direct the 
flow of investment funds. 


Forms of Capital Credit —The Real Estate Loan.—The 
best known form of capital credit, as already stated, is the 
real estate mortgage loan, i.¢., a loan secured by real estate. 
This form of investment came into the field before the others, 
and it is still popular. Under real estate mortgages may be in- 
cluded the farm loan bonds and other mortgage certificates 
based on land and buildings as security. The participating 
certificates which bond and mortgage trust companies issue 
against a number of individual real estate mortgage loans 
that they have made are likewise to be classed as real estate 
loans. All these will be described in a later chapter. 


The Investment Bond.’—The investment bond is the prin- 
cipal form of long-term, or capital credit. This may be a 
plain certificate acknowledging indebtedness and carrying no 
lien; or it may have the security of a mortgage, deed of trust, 
or the pledge of specific property for the purpose of insuring 
the payment of the obligation. The various classes of bond 
issues will be taken up in detail in Chapters VII and VIII. 

From legal and economic standpoints, there is very little 
difference between the real estate mortgage loan and the in- 
vestment bond. Fundamentally they are the same. There are, 
however, some important practical differences between them. 
The ordinary real estate mortgage is a loan made on the 
security of real estate. The right is given the investor or 
holder of the mortgage to levy on or take title to the mortgaged 
property to enforce his claim for the interest and the principal 
of the debt. Formerly, when property was pledged for a loan 
its legal ownership was transferred to the lender, though the 


7 Notes and bonds are here considered as identical 


, and terms are used inter. 
changeably. 
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borrower still held possession of it. Nowadays, however, the 
borrower retains the legal ownership as well as the possession 
of the mortgaged property, so long as he meets the obligations 
of his mortgage contract. 


Shares of Stock.“—<Another distinction to be made among 
the various forms of investment is that between stocks and 
bonds. A share of stock is a certificate of proprietorship in 
a corporation, while a bond is a certificate of indebtedness of 
a corporation, representing a claim against it for value re- 
ceived. The owner of a stock certificate is one of the 
proprietors of the company that has issued it, and he occupies 
a legal position somewhat similar to that of a partner in a firm. 
On the other hand, a bondholder, who has simply loaned 
money, has a creditor’s rights and privileges. This is the 
principal legal distinction. However, because of the many 
and varying conditions under which both bonds and stocks are 
issued, it is no longer sharply drawn. Some classes of stock 
as, for instance, preferred shares give their holders certain 
rights of creditors, and some bond issues give their owners 
certain rights of proprietorship—as, for example, the voting 
privilege. 

There are various kinds of stock, each giving the holder 
certain definite rights of ownership and control. One class may 
confer on him no benefits other than participation in the profits. 
Others give the holder preferential claims and _ privileges. 
Preferred stock, for example, generally gives holders a pref- 
erential right in the distribution of earnings or profits, and 
frequently in the distribution of the assets in the event of 
liquidation. On the other hand, in many cases holders of 
preferred shares have no voice in the affairs of the issuing 
corporation. Thus, the preferred stockholder may be essen- 
tially a creditor of the company, though he may have no right 


S8It is not the purpose to discuss fully in these pages the various classes of 
corporation securities. The reader is referred to standard works on corporation 
finance, particularly, Dewing, The Financial Policy of Corporations, Ronald Press Co. 
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to demand repayment or return of his principal. Perhaps the 
important distinction between stock and bonds from the invest- 
ment viewpoints is that as a rule stocks do not furnish the 
security of income or principal afforded by bonds. A com- 
pany is generally under no obligation to pay a fixed or a period- 
ical income on its stock. Thus stockholders both preferred 
and common may be deprived of a return on their shares for a 
prolonged period. Moreover, all claims for taxes and interest 
on debts must be met before stockholders receive any portion 
of the earnings, so that ordinarily income on a stock is not 
nearly as stable as income on a bond. Neither is there the 
same security of principal, because the stockholder has no 
mortgage or pledge of property and no right to the return of 
the principal of his holdings on a fixed date. He cannot exer- 
cise the ordinary rights of a creditor in case the company 
whose stock he holds has defaulted on its contract under which 
the stock was issued, whereas the holder of a bond or note is 
given certain preferences as a creditor in the distribution of 
the assets in case of bankruptcy or dissolution. Moreover, 
he can co-operate with other bondholders to take legal pro- 
ceedings to enforce the contract for the payment of periodical 
income and a return of the principal when due. 

Legally, the capital stock of a corporation represents the 
fund subscribed by the proprietors, for the purpose of enabling 
it to conduct its business and to obtain credit. It is the vitaliz- 
ing element in the corporation, its life-blood. Though the 
corporation is theoretically liable to shareholders for the money 
value represented by the stock, the liability cannot be enforced 
as long as the corporation is a “going concern.” 


Investment Stocks.—Although it was stated in a previous 
paragraph that stocks as a rule do not furnish the security of 
income or principal afforded bonds, there are, as pointed out 
by Professor Dewing, stocks which have all or many of the 
investment qualities of bonds, inasmuch as the stock “stands 
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for the entire capital of the business.’’ The chief examples of 
this class of securities are the shares of banks and insurance 
companies.” These corporations, except in rare cases, have no 
preferred shareholders, no bondholders, no short-term note 
holders. As in the case of all business corporations, they may 
have liabilities designated “‘current,” “floating” or “unfunded” 
indebtedness. A number of mortgage or trust companies, 
which also operate as banks of deposit and discount, have out- 
standing obligations secured by individual real estate 
mortgages, which they have acquired through purchase. In 
other words, these companies lend money on real estate as 
security, and issue their own obligations based on the owner- 
ship and pledge of the mortgages. At the same time they 
guarantee the principal and interest. In return for that 
guaranty, the mortgage companies demand a profit for them- 
selves. This profit is generally obtained by selling their own . 
indebtedness certificates at a lower rate of interest than they 
receive from the owners of the mortgaged real estate. The 
operation is very similar to the rediscounting by commercial 
banks of their commercial paper purchases with the federal 
reserve banks. But in the case of the bond mortgage com- 
panies, the transaction involves a capital on long-term credit 
operation, whereas with the commercial banks, it is concerned 
with short term on commodity credit."° 


Legal Character of Corporation Stocks.—The considera- 
tions relating to stocks as investments differ but little from 
those already discussed in preceding chapters with reference to 
bonds. The principal distinctions, as already pointed out, are 
founded on the legal character of corporation shares. Shares 
of stock technically represent participation in ownership and 
not indebtedness. A shareholder, accordingly, has some of 
both the privileges and liabilities of proprietorship. These 


9 See Chapters XXXI and XXXII. ; rhe 
10 The Federal Farm and Joint Stock Land Banks issue obligations of much , 
the same character as the mortgage bond companies. See Chapter XIII. 
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privileges and liabilities, whatever they are, may be strictly 
defined and limited. The terms under which shares of stock 
are issued establish a contractual relationship between the 
corporation and its shareholders, enforceable in so far as they 
may be, by the same legal process as the rights of bond- 
hoiders and other creditors. 

As a shareholder is legally a proprietor and not a creditor, 
he, unless restricted by the terms of the stock issue, shares in 
the residual profits and benefits of the company’s operations. 
In others words, he may share in the surplus earnings of the 
corporation after all the prior claims of creditors and others 
are met. On the other hand, he, as a rule, cannot enforce his 
claim to a fixed income from his investment even though, as 
in the case of preferred stock, he is restricted to a maximum 
return on his shares. In the absence of specifications strictly 
defining the terms under which shareholders are to receive a 
participation in the distribution of profits (i.e., dividends) 
the courts in most cases permit the directors of corporations to 
use their discretion in these matters. 


Investment Position of Stocks.—The relative investment 
position of corporation shares in some cases may be largely 
determined by the priority of claims to dividends or other 
rights, but these preferences are of little value when not backed 
up by assets or earning power. Thus, during the early years 
of the United States Steel Corporation, when its earning 
capacity was not developed, the company’s preferred shares 
fluctuated widely in value and on the whole lacked the price 


stability of investment securities. As surplus earnings ac- 


cumulated, and were converted into assets with increased earn- 
ing power, these preferred shares began to be purchased for 


investment rather than speculation. In the meantime, the 


common stock, which was also placed on a dividend basis, re- 
mained a speculative issue because of the uncertainty of surplus 
earnings available for distribution to holders of these shares 
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Should the prosperity of the company continue, it is quite 
probable that the common stock will have a market value in 
excess of the preferred stock, even though the former receives 
no greater rate of dividends than the latter. The fact that 
common shareholders may receive a higher return whereas the 
owners of the preferred are already receiving the largest dis- 
tribution obtainable by them, leads to a willingness on the part 
of the common stock purchasers to pay the higher price. Thus, 
the expectation of larger income return more than offsets the 
greater assumption of risk. 

As stated above, the investment position of many corpora- 
tion stocks is affected adversely by outstanding indebtedness, 
all of which commonly has priority of claim on assets and 
earnings.’ A heavy indebtedness relative to earnings or to 
total capitalization may place the shares in jeopardy, since in- 
ability to meet the claims of creditors as they become due may 
lead to bankruptcy and receivership. In this event, the cor- 
poration’s affairs cease to be conducted by the shareholders, 
and all rights, equities and claims attaching to the shares are 
nullified or held in abeyance. In some lines of business, how- 
ever, large outstanding indebtedness, when covered by assets 
readily convertible through sale into cash, or when possessing 
ascertained earning power, is a financial advantage to share- 
holders. This is fundamentally true of any business which can 
obtain funds or credit at a lower cost than the profits that can 
be made from capital obtained in this way. When a manu- 
facturer can make 15% or even 10% on capital used in his 
business, he will find it desirable, provided he can profitably 
employ additional funds, to borrow at 6%. If he has invested 
in his business $100,000 on which an annual profit of $10,000 
is obtained, an additional credit of $100,000 obtained at 6% 
would give him an annual net return of $14,000, or 14% 


11 There are a few exceptions, such for example, as the preferred stock of the 
Bliss Company and the debenture ‘‘B’’ stock of the Green Bay and Western Railroad, 
both issues of which are entitled to dividends in priority to certain classes of 
obligations. 
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instead of 10% on his own investment. The vast volume of 
commercial and industrial borrowing in business is done on 
this very basis.!2. Borrowing with any other object in view, 
except under conditions of financial. distress, is uneconomical 
and therefore unsound. 


Shares in Voluntary and Trust Associations.—An obso- 
lescent form of investment security, analogous to the com- 
mon stocks of corporations, are the shares of voluntary asso- 
ciations or “trusts.” The chief type of this security up to the 
present have been the shares of the large express companies.” 
A few old New England business concerns organized a genera- 
tion or more ago, also have this form of organization. As 
stated by Professor Dewing, “Except in the legal obligations 
taken by their owners, which are analogous to those of part- 
ners, the ‘association’ shares are common stocks in all but 
name.” '* The so-called ‘Massachusetts trust,” a type of cor- 
porate business organization, though formerly common, but 
now peculiar to the state of Massachusetts, has in addition 
to negotiable partnership arrangement, a limitation of share- 
holders’ liability similar to that of the ordinary business cor- 
poration. Title to the property of the association, instead of 
being held by a legal person (i.¢., the corporation) is held by 
a group of trustees. Hence the designation of “trust” for 
this type of organization. The trustees issue negotiable certifi- 
cates of “equitable interest’ in the trust property. The rights 
and duties of the trustees and the powers of certificate holders 
are contained in the trust agreement or articles of association. 
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CHAPTER VII 


CLASSIFICATION OF INVESTMENT BONDS 


LEGAL CHARACTER OF DEBTOR AND LIENS 


The Fundamental Characteristics of Bonds.—As pointed 
out on page 54, the principal kinds of long-term obligations 
forming the basis of modern investment are real estate mort- 
gages and bonds. In the discussion in the previous chapter, it 
was shown that real estate mortgages are frequently collateral 
as security for an issue of bonds, and that this form of mort- 
gage financing is becoming increasingly common. The distinc- 
tion of the real estate mortgage and the bond certificate is in 
reality based more on legal than on financial grounds. Both 
are evidences of claims for value, but the holder of the mort- 
gage possesses a conditional title to property, whereas the 
bondholder has merely a document evidencing an obligation. 
For the enforcement of his claims and rights, the bondholder 
usually must act in concert with others having like claims and 
through a representative called the trustee. The trustee is in 


most instances a trust company or bank, though individuals 
may act in this capacity.’ 


Bases of ClassificationInvestment bonds are variously 
classified. An attempt to cover all classifications would be an 
almost endless task and is not undertaken in the present chapter. 
Fach classification depends upon some special feature or char- 
acteristic designated in the bond. The following features have 


been selected as the most important for the purpose of this 
chapter.” 


1 Government and municipal bonds rarely are issued through the instrumentality 
ofa trustee, to represent and protect the interests of the bondholders. See Chap. XIV. 
2 Discussions of bond classifications are ably presented by Lawrence Chamberlain 


in Principles of. Bond Investment, pages 72-114, and by Arthur S. Dewing in Finan- 
cial Policy of Corporations, Vol. 1, pages 17-112. 
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Character of the debtor concern 

. Security of the bond 

Priority of the mortgage lien 
Provision for repayment 

Interest payment 

Special privileges to the bondholder 


OIE OI 


Character of Debtor Concern.—The commonest classifica- 
tion used by banks and investment houses is that based upon 
the character or business of the debtor or maker of the bonds. 
In general there are only two main divisions in this classifica- 
tion: bonds issued by government or civil organizations, and 
bonds issued by business organizations. Some corporations 
do not fall in either class. Such are charitable organizations, 
clubs, etc., which at times issue interest-bearing securities. 
They are, however, relatively few in number and their obliga- 
tions are rarely negotiated outside of the membership of the 
organization, unless their value is based on income-producing 
property. Accordingly, the obligations of private institutions 
are generally excluded from investment bond classifications. 


Civil Loans.—The first division in the above classification, 
the civil loans, comprises all governmental issues, 1.c., the certifi- 
cates of indebtedness of a nation, or a state, county, or other 
so-called political subdivision, which may be merely a pre- 
scribed geographical area, such as a drainage district, a school 
district, or any other political association which may legally be 
authorized to levy taxes and issue bonds. The makers of these 
obligations, when not national sovereign authorities, are in 
most cases known as public corporations or bodies politic. 
They are created as agencies of a sovereign or quasi-sovereign 
authority (such a state of the United States) for a public or 
administrative purpose. Accordingly, it is not the function 
of a public corporation to conduct its affairs for purposes of 


profit or for pecuniary gain. 
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Bonds Issued by Business Organizations——Among the 
bonds of business corporations are those issued by railways, 
steamship companies, public service companies, manufacturing 
concerns, and all enterprises that are conducted for profit. 
Railroads and public utilities are known as “public service cor- 
porations.” The distinctive characteristic of these enterprises 
is that they operate under a legal grant of authority or privilege 
to use public property in the exercise of some public function 
or to furnish a public service. This grant or privilege to use 
public property is known as a “‘franchise.’” Almost all organi- 
zations which must operate under a franchise, whether the 
grant is direct or implied, are included among the so-called 
public service corporations. The importance of a public service 
company’s franchise in determining the investment merits of 
its securities is discussed in Chapter XXVI. 


Industrials——The bulk of the securities of ordinary busi- 
ness organizations belong to the class commonly known as “in- 
dustrials.” They are issued by manufacturing, distributing, 
mercantile, real estate and financial enterprises. The securities 
of mining companies are also generally included in this class. 
In fact, the securities of any concern organized for purposes 
of profit, and not required to operate under a franchise as the 
term was defined in the previous paragraph may from an invest- 
ment viewpoint be called “industrials.” Financial and fiduciary 
corporations such as banks, trust, title and insurance companies 
might be classed separately from other “industrials” since they, 
like public service corporations, conduct a business that is sub- 
ject to special public regulations. There are other special 
groups of business corporations that also may be kept separate 
from the general class of industrials. Steamship companies, 
for example, are not as a rule classified as public service cor- 
porations, though some operate under a franchise and are also 
under restrictions and regulations as to rates and practices 
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similar to those under which street car companies or railroads 
operate. 


Security of the Bond.—For the purpose of studying in- 
vestment bonds, other classifications are necessary besides the 
one based on the character of the debtor corporation. A classi- 
fication based on the nature of the obligation is important. 
Thus, a bond may constitute merely an acknowledgment of in- 
debtedness to the holder. It then represents but a promise of 
the debtor to pay the periodical interest on certain dates and 
the principal when due. It is known as a “plain” bond, or “de- 
benture,’ and does not differ essentially from an ordinary 
promissory note. In England, such obligations known as 
debentures are the common form of investment bonds, rela- 
tively few mortgage bond issues having been put out by British 
corporations. 

American investors generally demand some hypothecation, 
pledge, lien, or priority of payment in the case of an invest- 
mert bond. This additional security usually consists of a 
prior claim or some conditional title to specific property granted 
to the bondholders collectively. Such priorities or rights can 
be enforced against the debtor if the terms of the contract 
under which the bonds are issued are not carried out. From 
the viewpoint, therefore, of special security to the bondholder, 
there are but two general classes of bonds: (1) plain bonds 
or debentures, and (2) secured bonds. The lien or hypotheca- 
tion of the latter may be a mortgage on real estate or on per- 
sonal property, or on both. The legal distinction between 
realty and personalty will be discussed in Chapter XII. 

Whether a bond is specifically secured by property or con- 
stitutes merely evidence of a promise to pay, it is, as pointed 
out by Professor Dewing,’ a right to participate in a legal con- 
tract which the corporation enters into with a trustee. Bonds 
representative of civil loans are an exception inasmuch as gov- 


3 Financial Policy of Corporations, Vol. I, page 19. 
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ernment obligations are generally issued without the inter- 
mediary of a trustee or third party to the loan contract. Civil 
loans, as a rule, constitute contracts directly between the holders 
of the obligations and the debtor government. They may be, 
however, specifically secured by property or revenues, and al- 
though fiscal agents may be appointed to carry out the pro- 
visions of the debt contract and to protect the rights of the 
bondholders, such agencies have not as a rule the functions 
and liabilities of trustees. It is for this reason that in cases of 
default by governments and municipalities on their obligations, 
the holders of the defaulted securities may enter suit individu- 
ally and directly for performance of the terms of the contract. 

When a corporation issues mortgage bonds, it conveys and 
assigns unto the trustee for the benefit of the bondholders, all 
of the property, franchises and other possessions upon which 
the bonds are to be a mortgage. This conveyance is essentially 
the same as a real estate mortgage. Every corporate mortgage 
should contain a description of the property to be mortgaged so 
that it may be readily identified. There are also the usual 
provisions that the property is to be kept insured and in repair, 
and that none of the property is to be sold or sequestered, un- 
less the proceeds go toward the satisfaction of the mortgage 
or that property of equal or greater value in lieu thereof, 
is brought under the lien. It is generally specified that if de- 
fault is made in the performance of any agreement contained 
in the indenture or mortgage deed, such as the failure to pay in- 
terest on the outstanding bonds, the whole amount of the prin- 
cipal then becomes due and payable and that the trustee, as rep- 
resentative of the bondholders may take legal proceedings to 


enter upon the property or dispose of same under foreclosure 
proceedings. 


The Trust Deed or Indenture.—The written contract, 
known as the indenture, or “deed of trust” drawn up between 
the debtor and a trustee representing the bondholders, is a most 


Chie] CLASSIFICATION OF INVESTMENT BONDS Wi 


important document to the bondholders since it definitely sets 
forth their rights and privileges. The document is just as 
essential to unsecured or debenture bondholders as to the 
holders of mortgage obligations. The bondholders individu- 
ally, however, are not made parties to the contract, as the 
trustee acts in their behalf. 

In every deed of trust, it is essential that the mortgaged 
property be fully described so that it can be readily identified 
and segregated from the company’s other property. This is a 
feature required in all mortgage loan contracts. The indenture 
should also contain the name and a description of the bonds 
to be issued, their maturity dates, the interest rate or rates, 
and such other provisions as will in the future avoid uncertain- 
ties or legal perplexities. In addition, the indenture should 
describe the provisions for enforcing the contract in case the 
interest or the principal is not paid, or some other provision 
contained in the indenture is not carried out. 


Controlling Voice——An important provision in bond in- 
debtedness is the one specifying the proportion of the out- 
standing bonds that must be held to obtain the controlling voice 
when steps are taken to enforce the lien or to alter the pro- 
visions of the loan. For example, the indenture of the Sea- 
board Air Line Refunding Mortgage states that the holders of 
a majority of the bonds shall determine the procedure to be 
taken. If this majority, by written notice to the trustee, de- 
cides that the period of the bonds shall be extended or that the 
interest payments shall be waived, the minority holders gen- 
erally must abide by the decision. This provision is responsible 
for the so-called “protective committees” which are organized 
with the object of getting deposits of bonds so that enough is 
obtained to constitute a controlling power for bringing about 
definite and unified action for the protection of all the holders. 


Rights and Duties of Trustee——In this connection, it is 
well to point out again that though the bondholder is individ- 
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ually a creditor of the corporation, he is limited in his rights 
as a creditor both by the provisions of the indenture and by 
the fact that there are other holders who have the same rights 
and with whom he should co-operate. In other words, he has 
to exercise his rights through a trustee, usually a trust com- 
pany, which represents all the holders. The trustee, as a rule, 
will not act unless it is assured of the bondholders’ support. A 
certain proportion of the bondholders is theoretically required 
to give written notice to the trustee demanding that action be 
taken. The trustee will not act unless funds are available to 
cover expenses. Generally the protective committee mentioned 
above provides the funds, charging the expense pro rata to the 
bondholders, 

The trustee usually limits its liabilities under the terms of 
the indenture; that is, it agrees to act as such only as provided 
in the indenture and to assume responsibility only so far as it 
is legally required. All these matters make it very important 
for one who wishes to study an issue of bonds to become 
thoroughly familiar with rights of bondholders. In general, 
it may be said that the deed of trust or mortgage outlines the 
rights of the bondholders, the rights and duties of the debtor 
corporation, and the rights and duties of the trustee. 


Protective Features of Debenture Bonds.—Debenture 
or “plain bonds” are frequently issued with a provision in the 
indenture that prohibits the debtor corporation from mort- 
gaging its property or, if there is no such prohibition against 
a mortgage, it is usually required that the debentures are to be 
a prior lien or to be equally secured with future issues of mort- 
gage bonds. In this way, a number of bonds which are still 
termed debentures are now secured by mortgage. Among these 
are the debentures of the New York, New Haven & Hartford, 
the Boston & Maine, and the New York Central railroads. A 
restriction against future mortgages in favor of debenture 
bondholders does not as a rule prevent the renewal of existing 
mortgages or the assumption of mortgages already existing 
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on subsequently acquired property. Debenture bonds, even 
when issued. with restrictions against mortgaging of the 
debtor’s property, do not generally have the high investment 
rating of mortgage bonds. Among other things, this is due 
to the possibility of the debtor creating an indebtedness, either 
funded or unfunded, which ranks equally with the obligations 
of the debenture bonds. In the event of default in payment of 
interest or principal, therefore, ordinary creditors generally 
have the same rights in the distribution of the debtor’s assets 
as the debenture bondholders, since the latter, having no lien on 
specific property, have no rights of foreclosure. 

In order to protect debenture bondholders against the 
effects of an excessive current indebtedness, it is frequently 
provided in the indentures under which the bonds are issued, 
that the debtor corporation will maintain a minimum of cur- 
rent assets over its current liabilities. In other words, the 
debtor agrees to maintain in its possession assets which can 
be readily converted into cash at a value equal to or in excess 
(as required by the indenture) to its immediate or shortly ma- 
turing indebtedness. In some instances, it is required that the 
current assets at all times exceed both the current indebtedness 
together with the amount of the debentures outstanding. 


Collateral Trust Bonds.—An important class of bonds, 
known as “collateral trust’’ bonds, has come into great popu- 
larity in recent years. These bonds are secured by a deposit 
of personalty in the form of securities, consisting of either 
obligations or stocks, or both. A collateral trust bond consti- 
tutes, therefore, a loan similar to that made by a bank which 
has received securities from the borrower as collateral. The 
important difference between collateral trust and mortgage 
bonds is this: In the case of the mortgage bond the hypothe- 
cated property is left in the possession of the mortgagor, or 
debtor; in the case of the collateral trust bond, the pledged 
property is given over to the possession of a third or disin- 
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terested party, viz., the representative of the bondholders, com- 
monly known as the “trustee.” The income and other rights, 
however, attaching to securities pledged under a collateral trust 
bond usually remain with the debtor. The investment value of 
collateral trust bonds depends, first, upon the character and in- 
trinsic value of the pledged securities, and, second, upon the 
general credit and financial standing of the company issuing the 
securities. As a rule the terms under which collateral trust 
bonds are issued require a guarantee or undertaking on the part 
of the debtor concern to pay both interest and principal regard- 
less of whether or not the pledged securities can be sold or 
otherwise disposed of at a price sufficient to cover the principal 
amount of the bond issue. Every precaution, however, is 
usually taken to maintain the intrinsic and market value of the 
collateral. Many mortgage bonds are, in addition, secured by 
deposit of collateral and are, therefore, both mortgage and 
collateral trust bonds. 

Collateral trust bonds are commonly used by all classes of 
corporations though they are characteristic obligations of 
“holding companies.”’* As pointed out by Professor Dewing,® 
the first and most reasonable use of this kind of bond has 
been to realize money from a multitude of small bond issues, 
no one of which is sufficiently large to command a wide mar- 
ket. Another reason for recourse to collateral trust bonds by 
many corporations has been the so-called “after-acquired prop- 
erty clause’ contained in the mortgage indentures. This clause, 
as stated on page 78, brings under an existing mortgage 
physical property acquired by the corporation after the in- 
denture or mortgage contract has been signed. Accordingly 
in order to avoid having later acquired assets from becoming 
mortgaged in this way, the debtor places the title of such as- 
sets in the name of another corporation, in which it acquires 
stock ownership. As small independent corporations find dif- 


4 For definition of holding company see page 26. 
5 Financial Policy of Corporations, Vol. I, page 58. 
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ficulty in marketing their securities, the “holding”? or parent 
corporation borrows for it by taking its obligations and in 
turn pledging them as collateral for a loan of its own. 


Guaranteed Bonds.—Another class of bonds that has be- 
come quite common is known as “guaranteed” bonds. They are 
similar to indorsed notes, having the guarantee of a third 
party. The guarantee may apply to the payment of interest 
or of principal, or of both. The Pennsylvania and the New 
York Central, as well as many other railroads possessing good 
credit, have guaranteed respectively the bonds of the various 
corporations controlled by each, or in which they are interested 
financially or otherwise. Such endorsements have enhanced 
the market value and intrinsic merits of guaranteed bonds. 
Somewhat similar to guaranteed bonds are the so-called “as- 
sumed” bonds, representing issues the liability for the interest 
and principal of which has been assumed by a concern other 
than the original obligor. 

Guaranteed bonds are of two kinds: those which are guar- 
anteed by endorsement on the bond certificate, and those which 
are guaranteed by. contract between the guarantor and the 
obligor or otherwise. In the second type of guarantee, the 
bondholder is not a direct party to the contract of guaranty, 
and has no recoverable rights against the guarantor. It is 
for this reason that the guarantee by endorsement on the 
bonds is from an investment standpoint more desirable than 
a guarantee under a contract. Of course, the credit standing 
of the guarantors is always an important matter for consider- 
ation, and a guarantee by a rich corporation under an agree- 
ment with the direct obligor may have a greater influence in 
determining investment value than the actual endorsement on 
the bond certificate by a financially weak corporation. Thus, 
the guaranty under a lease of the bonds of the Baltimore, 
Philadelphia & Washington Railroad bonds by the Pennsyl- 
vania Railroad is worth more than the direct endorsement 
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of the New York, New Haven & Hartford Railroad Com- 
pany on the bonds of the New York, Westchester & Boston 
Railway. There are instances, however, where a leased rail- 
road property or a subsidiary concern of an industrial com- 
pany is of such strategic importance to a financially weak 
guarantor that the guarantee under a rental agreement adds 
greatly to the investment merits of the guaranteed obligations. 
The guarantee under lease agreement, for example, of the 
bonds of the Chicago, Terre Haute & Southeastern Rail- 
way by the Chicago, Milwaukee & St. Paul Railroad Company 
would have little investment value were it not for the fact 
that the former railroad furnishes the St. Paul system with 
lines reaching into the Indiana and Illinois coal fields, whence 
comes its coal supply. 


Priority of the Mortgage Lien.—A classification of bonds 
under this heading is limited to obligations that are a direct 
lien on property or securities. There are many kinds of liens 
and mortgages represented by investment bonds, each of which 
has a different name. The investor or student, however, 
should not be deceived as to the nature of the lien by the 
name of the bond. A corporation, for example, can issue a 
bond under the name of a “first and refunding mortgage,” 
which may be a first mortgage on but a very small part of 
the property and an inferior mortgage or lien on the remain- 
der. A corporation can give a bond any name it desires, as 
there is no legal restriction on the use of names. The nature 
of the lien, accordingly, is not necessarily indicated by the 
caption on the bond. 

Technically, a mortgage bond is an obligation that is se- 
cured by the hypothecation of specific property or franchises, or 
both, which, in case of non-payment of principal or interest 
or default in any other agreement made with the bondholders 
or their representative gives the hondholders a claim prior 
to that of the other creditors. Thus, in the event of default 
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or of bankruptcy, a first mortgage bondholder is presumed to 
have a first and prior claim on the equity in the property 
pledged under the lien of the bond. His right in this respect 
is superior to the right of the creditors of the corporation 
holding inferior liens, such as second, third, or fourth mort- 
gage bonds. A first mortgage may be a first lien on all the 
property of the debtor corporation or only on a specific part; 
but in so far as the holders of the first mortgage bonds have 
a superior claim, they can collectively take legal action to 
enforce that prior claim in case of default. The Erie Rail- 
road has as many as seven mortgages on certain parts of its 
main railroad line. The respective rights of priority of the 
holders of each class of these mortgage bonds are defined in 
the contract under which the separate securities have been 
issued. 


“Open-End” Mortgage.—The mortgage securing a bond 
issue may be limited to a maximum amount, termed the “au- 
thorized” amount, or it may be “open,” 7.e., without any 
definitely set limit. As a rule, a definite amount of dollars 
is stated as the maximum of bonds that can be issued under 
the particular lien. Some issues, however, fix no definite 
amount, but limit the total to so much per mile in the case of 
a railroad, or to a certain percentage of the sums spent to 
improve and extend property and equipment,” or to an amount 
bearing a stated ratio to the stock outstanding or some other 
issues of bonds to be redeemed or refunded. Such mortgages 
are frequently called “open-end” mortgages. 

Some limitation on the amount of obligations to be issued 
under a mortgage lien is essential for the protection of the 
equity of holders of this class of obligations. As the mort- 
gage bondholder is relatively in the same position as the real 
estate mortgagee, the principal of his investment is fully pro- 
tected only when he has an assurance that in the event of a 


Se ; ; aa 4 
6 These limitations are sometimes termed ‘“‘the escrow provisions, 
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default, the mortgaged property can be sold for a sum as 
great or greater than the amount of the mortgage. The at- 
tainment of this object in part at least can be accomplished 
through a limitation of the issue of mortgage bonds to an 
amount well under the cost or the appraised value of the prop- 
erty covered by the mortgage. Although appraisal or phys- 
ical valuation is not as important in the extension of mort- 
gage credit to “going” business concerns (such as railroads 
and manufacturers) as it is in real estate loans, 1t operates as 
a check to excessive indebtedness and thus is an element in 
determining the intrinsic investment merits of mortgage 
obligations." 


“After-Acquired Property” Clauses.—In addition to limit- 
ing the amount of mortgage bonds for the protection of the 
bondholders, many corporations, as stated on page 74, have 
agreed in their deeds of trust to extend the provisions of 
the lien to property acquired subsequently to the date of mort- 
gage. This “‘after-acquired property clause’’ tends to enhance 
both the speculative as well as the investment value of the 
mortgage security, particularly if the debtor concern is likely 
to increase its capital assets in the course of its business oper- 
ations. However, because the “after-acquired property clause”’ 
has in many instances seriously handicapped the borrowing 
capacity of corporations when in need of additional mortgage 
facilities, the provision is now rarely inserted in mortgage 
deeds, and where it exists, the subterfuge, mentioned on page 
73, of incorporating separately new property acquisitions, and 
mortgaging its assets under another deed of trust, is resorted 
to. Under the more popular “open-end” mortgage additional 
first mortgage bonds can be readily issued within the specified 
margin.® 


7 The subject of physical valuation will be discussed in 
ing with railroad and public utility securities. 

8 When new property is acquired already subject to liens, 
to this property, cannot be legally disturbed by the 


succeeding chapters deal- 


such liens in respect 
«“ : 
after-acquired property clause.” 
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Consolidated, General Mortgage and Refunding Bonds.— 
There is a large class of mortgage bonds known as “consoli- 
dated mortgage” bonds, which came into being when separate 
and individual mortgages on the property were consolidated 
and new bonds were issued to take the place of the old. This 
class of mortgage bonds is common among railroads and pub- 
lic utilities. Another common type of mortgage is known as 
“general” mortgage, or “general and refunding” mortgage, 
sometimes called the “blanket mortgage.’ The liens of these 
frequently cover all fixed property of the corporation, includ- 
ing the parts already subject to other prior liens, but, of course, 
are made subject to the rights of such prior liens. 

The refunding mortgage, as its name implies, is a mort- 
gage issued for the purpose of refunding other indebtedness. 
Each issue of mortgage bonds, as a rule, has a maturity date 
signifying the time when the principal of the debt is due. A 
corporation having several bond issues with different ma- 
turities is under the unpleasant necessity of frequent and per- 
haps costly refinancing. In order to avoid this piecemeal 
refunding, a single large issue of general and refunding mort- 
gage bonds is created. By means of a general refunding mort- 
gage, bonds which originally have an inferior lien on certain 
property may in time become a prior or superior lien on such 
property through the maturity and cancellation of prior mort- 
gages. Accordingly, a general or refunding issue may at one 
and the same time represent a first lien on one part and a sec- 
ond or other inferior lien on another part of the corporation’s 
property. 

The comparative value of various bond issues of the same 
corporation depends greatly upon the character of the lien, 
and it is not at all surprising that different issues of mort- 
gage bonds of the same company having the same rates of 
interest and similar maturities will sell at large disparities in 
price and income yield. The Consolidated Mortgage 4% 
Bonds of the Pennsylvania Railroad Company, for example, 
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sell at a higher price relative to the income or investment 
yield received than the same company’s General Mortgage 
Bonds, because the lien of the first issue is prior and superior 
to that of the latter. This means that the holder of the Penn- 
sylvania’s Consolidated Mortgage Bonds, in the event of de- 
fault, bankruptcy, or liquidation, have a claim on the assets, 
franchises, and earnings of the company superior to that of 
the holder of the company’s General Mortgage Bonds. 


Divisional Mortgage Bonds.—The term “divisional bonds” 
is applied chiefly to issues of railroad companies which are 
secured by a lien (usually a first mortgage) on a part of the 
company’s property. Such property generally consists of 
branch lines or divisions originally separately incorporated or 
which are not subject to the “after-acquired property clauses” 
of the first or main line mortgages. A number of large pub- 
lic utilities and industrial companies, such as the Bethlehem 
Steel Corporation and the Public Service Corporation of 
New Jersey also have “divisional mortgages’ on specified 
plants or other controlled properties. When the divisional 
mortgages are followed in lien by general or consolidated 
mortgages, they are frequently termed “underlying mort- 
gages.” The relative investment merits of underlying or 
divisional mortgages depend on the value, the strategic impor- 


tance and the earning capacity of the property covered by the 
separate or divisional liens. 
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GRAPTER Vil! 
CLASSIFICATION OF INVESTMENT BONDS 


REPAYMENT, INTEREST AND SPECIAL PRIVILEGE PRovISIONS 


Maturity Provisions—A common classification of in- 
vestment bonds relates particularly to the provision for the 
repayment of the principal. This classification is not so 
common or so important as those discussed in the previous 
chapter. It has been pointed out that some foreign govern- 
ment bonds have no maturity. In this country, there area 
few government bond issues which extend over a long period 
before the principal can be demanded, though several railroads 
have bond issues extending over a period of 100 years or more. 
Although these are exceptional cases, obligations having long 
maturities are gaining in favor with railroad and public utility 
companies. Governments and municipalities, on the other 
hand, are tending toward the creation of shorter term obliga- 
tions. By putting out long-term bonds the inconvenience and 
expense of refunding operations is avoided. Perpetual bonds, 
though a common form of foreign government indebtedness 
are not generally issued in the United States. One important 
public utility company, however (the Public Service Corpora- 
tion of New Jersey), has outstanding a large issue of “per- 
petual certificates’ secured by collateral consisting of stocks 
of subsidiary companies. The Canadian Pacific Railway of 
Canada also has outstanding an issue of 4% irredeemable 
debenture stock which, to all intents and purposes, is an ob- 
ligation and ranks in priority to any future bond issues of the 
company. Among American railroads, obligations issued to 
mature more than one hundred years after date of issue are 
rare. Of existing railroad bonds, the West Shore Railroad 
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First Mortgage 4’s issued to run for 475 years and due in 
2361 have the longest maturity. The Chicago, Milwaukee 
& St. Paul Railroad, the Chicago & North Western, the Great 
Northern, and the Louisville & Nashville have within recent 
years sold new bond issues with maturities extending one 
hundred years from date of issue. Several public utilities 
are following the same practice, though a fifty-year maturity 
is considered a rather long maturity for obligations of such 
companies. Industrial corporations and municipalities gen- 
erally are required to limit their issues to shorter maturities. 
The Bethlehem Steel Corporation has a small subsidiary bond 
issue that does not become due until 1998. Among public 
utility company bonds of long maturities are the $10,000,000 
New York & Westchester Lighting First 4’s, due 2004, and 
the Kings County Electric Light & Power 6’s, due 1997. 

If a holder of a bond wants to convert the principal into 
cash at some time, he can ordinarily do it only in two ways: 
by collecting it at maturity, or by disposing of the obligation 
through sale in the market. There are, however, many in- 
stances, as noted in later pages, in which corporations have 


“called in,” 7.e., extinguished, a long-term debt in advance 
of maturity. 


Sinking Fund Bonds.—Both civil organizations and cor- 
porations issue what are termed “‘sinking fund” bonds, which 
are sold under the agreement that the debtor will, in addition 
to making the periodical interest payments, set aside at regu- 
lar periods a certain amount toward the payment of principal 
of the bonds at maturity. Such sinking fund payments are as 
obligatory as the payment of interest, and if the debtor cor- 
poration fails to make them, the bondholders may ordinarily 
exercise the same legal rights as when the debtor fails to pay 
the interest. 

Sinking fund bonds are an indispensable form of obliga- 
tion in the case of coal and other mining concerns whose ne 
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tal assets exhaust themselves in the regular course of opera- 
tions. With companies the value of whose assets remains 
intact, a sinking fund is not so important. For example, rail- 
roads do not generally issue sinking fund bonds, since railroad 
property is practically as permanent as the ground on which 
it is constructed. But mining corporations, ship companies, 
steel manufacturers and other concerns having property that 
tends to depreciate in value with use are required to issue 
sinking fund bonds in order to place their obligations on a 
sound investment basis. 

Mining companies extract their original investment from 
the ground in the course of operations. Hence they usually 
agree when their bonds are issued to set aside as a redemption 
fund an amount proportioned to the quantity of ore or coal 
extracted. Shipping companies, whose assets consist mainly 
of ships each of which constitutes a large investment that is 
likely to become useless and to demand replacement “in bulk,” 
are generally required to maintain such redemption funds as 
reserves to offset losses of value, as otherwise the security 
of the bonds based on their assets would become impaired. 
Without sinking fund or other redemption provisions such 
bonds would decline in market price, unless the general credit 
of the debtor corporation was of sufficiently high standing 
to assure bondholders of the payment of the principal when 
due. The same is true of steel manufacturing and other indus- 
trial corporations with plants that tend to deteriorate or become 
valueless as profit earning property. 

Sinking funds may be provided chiefly in two ways. One 
is to set aside a specific sum at fixed intervals to be invested 
so that the periodical payments with interest accruals may 
accumulate, to retire the bonded indebtedness against which 
the sinking fund is provided. This is known as the “cumu- 
lative sinking fund’ and is the common method employed 
by municipalities in meeting their funded obligations. When 
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the amount set aside periodically for sinking fund is de- 
termined with a view to having the payments accumulate 
at compound interest during the life of the bonds so that the 
resultant sum is just sufficient to repay the maturing obliga- 
tions, it is said to be operated on an “actuarial” basis. How- 
ever, relatively few sinking funds for meeting bond maturi- 
ties are maintained on this basis. The more general practice 
of municipalities and corporations is to apply surplus funds 
or special revenues as a sinking fund provision. This has 
been the system followed by the City of New York for many 
years. The outcome has been that the New York City sink- 
ing funds are many times in excess of the amounts required, 
so that their accumulation by various subterfuges is diverted 
in part to other uses. 

The second and better method of providing sinking funds 
for bond maturities is the setting aside periodically definite 
sums to be applied either to the purchase of outstanding ob- 
ligations in the open market or by redemption “calls,” 1.¢., 
drawings. If the bonds are to be purchased in the open mar- 
ket, an upward or maximum limit is generally placed on the 
price that can be paid for their acquisition. When bonds can- 
not be obtained at this maximum price, it may be provided that 
drawings or calls “by lot’ can be made at the stated maximum 
price. There are bonds issued, however, which are not sub- 
ject to call for sinking fund purposes, and in this event pro- 
vision may be made for the investment of the sinking fund 
in other securities or reversion of the amounts to the debtor 
concern. _ Several important bond issues are outstanding which 
are “subject to call” for sinking fund purposes periodically 
at a fixed price. Among these are the United States Steel 
Sinking Fund 5% Bonds and the Belgium Government 73% 
Bonds. Bond trustees are usually custodians of sinking funds 


applying to the issues for which they are trustees, and attend 
to the sinking fund operations. 
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Serial Bonds.—‘‘Serial” bonds are issues which are retired 
in instalments at definite periods. Accordingly, different 
portions of the same issue have different maturity dates, and 
the total is retired in instalments. The purpose of serial is- 
sues is very similar to that of the sinking fund bonds. In- 
stead of creating and maintaining a sinking fund reserve to 
pay off its obligations, a corporation or municipality agrees 
to redeem its bonds in serial order, a certain portion coming 
due and being payable each year until the whole amount is 
retired. Each certificate of such bond issue has its definite 
maturity date. 

Market conditions frequently determine whether it is bet- 
ter to put out sinking fund or serial bonds. If the public 
desires long-term bonds, corporations, cities, and states will 
find it easier to dispose of sinking fund bonds. On the other 
hand, if the money market is in such a condition that most 
investors desire short-term maturities, borrowers will find 
a better market for serial bonds. During the last decade, be- 
cause of the abuse and misuse of sinking funds, the sale of 
serial bonds has become the common method of municipal 
financing. The method, however, is not so well adapted to 
corporation obligations, though it is the usual means for the 
repayment of the important class of railroad securities known 
as equipment trust certificates. The Standard Oil Corporation 
of New York, in 1921 put out a large issue of 7% serial notes 
due in six months’ periods in the period 1925-1931 inclusive, 
and about the same time other large corporations also re- 
sorted to this method of repaying funded debts. Investment 
bankers find the marketing of serial securities more compli- 
cated and difficult than sinking fund issues, due to the unequal 
demand for bonds of various maturities. Earlier maturities 
may be in great demand by investors, while the later maturi- 
ties will be neglected, or vice versa. Sometimes, the early 
and the late maturities are in demand, while the others are 
neglected by investors. Occasionally, serial bonds are offered 
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by bankers at a uniform price for all maturities, but with the 
condition that specified amounts of each maturity be pur- 
chased. A condition of this kind limits marketability since 
many investors dislike their holdings to mature in serial order, 
particularly when the maturities are in small amounts.’ 


Callable Bonds.—It is a common practice for corporations 
and governments, when issuing long-term obligations to re- 
serve to themselves the right or privilege if they choose to do 
so, to “call in’ or redeem the obligations in advance of ma- 
turity. By this means, they may be enabled to cancel the in- 
debtedness altogether or to refund the obligations under more 
advantageous terms to themselves. The right to redeem may 
be at any time after the bonds are outstanding, or it may be 
deferred until a specified time has elapsed. When this privi- 
lege is exercised, the bonds are frequently paid off at a pre- 
mium specified at the time the bonds are issued. Thus, the 
corporation in return for the right to pay off the bonds before 
maturity, must compensate the holders by an extra payment. 
Callable bond issues may be redeemable in cash.as a whole 
or in part. When the company has the right to call in a part 
of a bond issue, the selection is usually made by drawings, 
i.e., by lot, and payment is made at a fixed price known as 
the “redempiion price.” The United States Steel Corpora- 
tion Sinking Fund Bonds are redeemable in this way at a 
premium of 10%, but in this case the redemption is obliga- 
tory and not optional with the debtor. A holder of these 
bonds has to surrender them whenever they are selected for 
redemption. He, however, always has the privilege of buy- 
ing the same issue again in the open market. Bonds redeem- 


able by drawings very rarely sell in the market at a price 
above the redemption price. 


1There is also some difficulty in listin i 
5 1 & serial bonds on the N 
Exchange, owing to the requirement that separate application be Sac te te 
and quotation of each maturity. Trading in serial bonds 4s rendered mor * aie an 
by reason of the necessity of quoting differen NOS eae 
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When the redemption privilege, however, is deferred for 
some time after issue, it is quite possible for the bonds 
to sell in the market before the date when the option of re- 
demption may be exercised, at a price considerably above the 
redemption price. Thus, the Swiss Government 8% Bonds, 
redeemable on or after July 1, 1925, at 105, sold, beginning 
some time in 1922, above this price, and continued at a 
premium above the “‘callable”’ price for three years thereafter. 
The same market situation developed in connection with sev- 
eral other foreign and domestic bonds which were issued at 
high interest rates during the years immediately following the 
world war. As the payment of a considerable premium for 
the privilege of redemption when a bond is approaching ma- 
turity would make refunding in advance of maturity less at- 
tractive to the debtor companies, it has now become the prac- 
tice at time of issue, to provide for a reduction of the premium 
after elapse of specified intervals. Thus, a bond which can be 
redeemed at 110 five years after issue, may be made subject 
to redemption at 107% after a further lapse of five years, and 
at 105 five years thereafter. This amortization of the premium 
requires the careful attention of investors in order to avoid 
possible losses of principal. 


Bonds Classified in Accordance with Interest Payment.— 
Another basis of classification of investment bonds is the 
nature of the interest payments. Most investment bonds carry 
a fixed interest rate, ordinarily payable semi-annually and are 
therefore termed “fixed interest’ obligations. If the interest 
is not paid as agreed, there occurs what is termed a “default.” 
If the default continues after a specified period of grace, the 
principal is declared due” and the bondholders, through the 
agency of the trustee, may sue to foreclose on the property. 
These fixed interest obligations constitute the bulk of invest- 
ment bonds. 


2 This does not apply to municipal bonds, as the courts have held that default of 
interest on these obligations does not make the interest payable. 
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Income Bonds.—There are, however, issues known as “in- 
come” bonds wherein the debtor does not agree to pay a definite 
rate of interest to the holders, but at a rate or rates contingent 
on certain results, such as the amount of net revenue or the 
surplus earnings available for interest. Some income bonds 
are issued under provisions very similar to those relating to 
preferred stocks. If the full interest is not paid on one interest 
date it is deferred but the unpaid amount is in the nature of a 
liability of the corporation, to be paid before any dividends or 
profits can be distributed to stockholders. Such bonds are 
known as “cumulative” income bonds. There are also income 
bonds that are non-cumulative. If a holder of these bonds fails 
to receive interest during any period when it is not paid, he 
loses the right or claim to the payment entirely. 

Income bonds are not very popular with investors. They 
are generally issued in the readjustment of the finances of a 
business enterprise or when a corporation is reorganized after 
bankruptcy. On occasions of this kind the holders of defaulted 
bonds of the bankrupt concern may be required to accept an 
income bond in the newly reorganized corporation in lieu of 
‘the old fixed interest bonds which are canceled. Thus, the 
Third Avenue Railway of New York City issued income bonds 
in Ig1r under such a plan for the readjustment of the finances 
of the company. The New York Railways, the Hudson & 
Manhattan Railroad, the Seaboard Air Line, the St. Louis-San 
Francisco Railroad, and the International Great Northern, also 
have similar income and adjustment bond issues outstanding. 
The Atchison, Topeka & Sante Fe Railroad still has outstand- 
ing “adjustment income bonds” issued in 1895 on which the 
interest has been regularly paid since 1897. These bonds 
though still termed adjustment bonds, have been largely con- 
verted by the company into fixed interest obligations because 
of the high credit standing of the company. 


Income bonds may be issued under the condition that the 
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debtor concern must distribute to the bondholders the portion 
of its earnings that is available for such distribution up to the 
maximum rate fixed in the issue. This provision is attached to 
the St. Louis-San Francisco Railways’ Adjustment 6% Bonds 
and the Seaboard Air Line Railway Company’s adjustment 5’s. 
On the latter issue the cumulative interest at 5% annually is 
payable as earned in installments of 114% or multiples thereof 
and no dividends are to be paid on the company’s stock until 
all arrears in the interest on the bonds is paid in full. There 
are other issues that leave the decision of this distribution to 
the directors of the debtor corporation. In the case of the 
International Great Northern Income 6% Bonds, at least 50% 
of earnings available for the income interest is required to be 
paid unless such portion exceeds the maximum rate. Other- 
wise the amount paid is optional with the company. In any 
event, it is generally provided that no dividends are to be paid 
on capital stock unless full payment on the income bonds for 
the period has been made.* In this respect income bonds re- 
semble preferred stock. Income bonds, whether cumulative or 
non-cumulative, may be mortgage, collateral trust, or merely 
plain bonds. The reader is again reminded that the bond classi- 
fications adopted here are not mutually exclusive. Each is 
based on a separate viewpoint and relates to a particular feature 
of investment bonds. 

As pointed out by Professor Dewing,* “the use of income 
bonds is objectionable because the uncertainty of interest pay- 
ments is very likely to cause confusion. Controversies over 
the rights of the various parties concerned have come con- 
stantly to the courts.’ The long litigation in the case of the 
Central of Georgia income bonds is but one of many illustra- 
tions of controversies over the question of the correct com- 
putation of the amount claimed as earnings available for in- 


8 There is a notable exception in the case of the Green Bay & Western Railroad 
Class B Income 5% Bonds, on which interest is payable only after common stock 
has received dividends at the rate of 5% annually. 

4 Financial Policy of Corporations, Vol. I, page 84. 
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come bond interest.’ The situation with reference to railroads 
which in recent years have issued income bonds has been con- 
siderably simplified because of the uniform railroad accounting 
enforced by the Interstate Commerce Commission. Deeds of 
trust under which the bonds are issued now refer the definition 
of the net income available for interest payments to the rules 
and regulations of the Interstate Commerce Commission in 
force at the time the earnings accrue, and in this way, a judicial 
arbitration of the matter and expensive litigation is avoided. 
Public utilities issuing income bonds have in some states similar 
resorts to the accounting interpretation of the state supervising 
and regulating commissions. 


Classification According to Special Privileges to the 
Bondholder.—The privileges or claims granted by debtor con- 
cerns to their bondholders either directly or indirectly are 
various and in many instances quite peculiar. An important 
privilege nowadays is the exemption of taxation of the income 
received from the bond. Because of it, the holder of the bonds 
is assured of a regutar fixed income, which, as was pointed out 


in Chapter IV, is one of the two important factors that enter 
into all sound investments.° 


Convertible Bonds——Another privilege attached to certain 
bonds is the right of the holder under certain conditions to ex- 
change them for other bonds or for the stock of the debtor 
company. ‘These are known as “‘convertible bonds.’ The con- 
vertible feature is a part of the debt contract, but the exchange 
is usually made optional with the bondholder.? The privilege, 


5 The history of this controversy is given j i 4 

: c eo in detail in an article 

Dewing in ee ad of Quarterly Journal of Economics page 369 sees 
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however, is usually restricted to a fixed period and can be 
availed of only at a definite rate of exchange. Thus, a $100 
par value of bonds may be convertible during a period of five 
years into the same amount of stock, or the exchange may be 
made on the basis of $125 of bonds for $100 par value of 
stock, or vice versa. In a few instances, bonds have been 
issued with the provision that the holder may convert them at 
maturity into new securities. Each bond issue has its own 
specific terms of conversion. These should be fully known to 
investors before purchasing convertible bonds. 


Bonds With Stock Subscription Warrants.—Within 
the last few years several corporations have offered to pur- 
chasers of their new obligations the right to subscribe at a 
fixed price to unissued shares of their respective stock. This 
right is evidenced by the attachment to each bond of a negoti- 
able warrant or warrants, reciting the bondholder’s privilege. 
The warrant will have value only when the shares of the com- 
pany sell at a higher price than the subscription price stated in 
the warrant, or when there is a prospect or speculative possi- 
bility that the market value of the shares will advance beyond 
the stated subscription price. In short, the subscription priv- 
ilege attached to the warrant is “a call on the stock’’; a spec- 
ulator, therefore, may be willing to risk paying a price for this 
call privilege, even though the present market of the shares may 
be under the “call” price. 


Voting Rights.—In rare instances, bondholders, although 
creditors and not proprietors, have been given voting rights or 
some voice in the administration of the debtor companies, or- 
dinarily exercised only by shareholders. Thus, the holders of 
two classes of Erie Railroad bonds (the Prior Lien and the 
General Lien Bonds) aggregating approximately $70,000,000 
have proportionately equal voting rights with the $176,271,300 
par value of stock. The Consolidated Sinking Fund Bonds of 
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the Chicago & North Western Railroad, which matured in I915 
also carried this privilege. The convertible debenture bond- 
holders of the New York, New Haven & Hartford Railroad, 
although not given the voting privilege, participated in former 
years in the right to subscribe pro rata to new issues of stock. 
A more common privilege granted to certain bondholders is 
the right to veto by majority vote the issue of additional bonds 
having equal or superior equity to their own issue. Thus, the 
Atchison, Topeka & Santa Fe Railroad Company may issue 
additional Adjustment Mortgage Bonds not to exceed $2,000,- 
000 annually only with the approval of a majority vote in 
amount of the adjustment bondholders. 


Participating Bonds.—Although bonds as a rule bear a 
fixed rate of interest, a few corporations, particularly those 
handicapped by poor credit, have issued bonds which give a 
holder a participation in surplus earnings accruing during the 
life of the bonds. These are known as participation issues. 
The extent of the participation is defined in the debt contract, 
but of course, the execution depends largely on the accounting 
methods of the debtor corporation. The examples of this 
class of security are so rare that it is difficult to find an ade- 
quate basis for judgment regarding the actual benefits of the 
participation privileges that have accrued to holders of these 
bonds, or to make any conjectures regarding the prospect of 
the extent of future corporation financing under this plan. 
Like many other special privileges offered bondholders, the 
participation privilege is merely a form of “window dressing” 
used to bolster up the market price or assist the sale of obliga- 
tions of concerns with poor or impaired credit, 
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CHAPTER [X 


MECHANICS OF INVESTMENT 
THE CREATION AND WHOLESALING OF SECURITIES ! 


Investment Securities—“Origination.”—Sjince modern in- 
vestment is accomplished largely through the purchase of 
securities, a discussion of the mechanics of investment should 
begin with a description of their ‘‘origination”—how they are 
produced. Governments and corporations, the principal sources 
of security issues, originate and dispose of their obligations in 
much the same way. A city desiring funds for the construction 
of public improvements or for some other purpose requiring 
heavy cash outlay, finds that borrowing from banking institu- 
tions is not available, and accordingly, when authorized hy 
statute, resolves through proper legislative action, to negotiate 
the sale of bonds. When private negotiation is not desirable, 
or is prohibited, the city publicly invites competitive bids for 
its obligations. Except in cases of relatively small amounts, 
the bidders are banking institutions or investment concerns. 

Similarly, a large corporation in need of additional capital, 
or desirous of readjusting its capitalization or when requiring 
the funding of its current indebtedness usually must seek the 
intermediary of an investment or banking concern. The pro- 
cedure may vary in individual cases, but, with rare exceptions, 
the instrumentality of those making a business of providing 
capital must be resorted to in some way or other. Occasion- 
ally, individual corporations seek to avoid the use of middle- 
men in procuring capital funds by offering securities for sale 


1 The limitations of space prevent the author from presenting in detail the subject 
matter of this chapter. Students and readers desiring a more complete analysis and 
description are referred to the treatises given in the list of references at the end of 
this chapter. 
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directly to investors or to their own stockholders. When the 
offering is limited to stockholders, the latter are given the 
privilege of transferring the right or option to purchase. At 
times, when the price at which the securities are offered are 
under the intrinsic or market value, this “right,’’ becomes valu- 
able and thus accrues to the profit of the stockholder. 

A number of public utilities have inaugurated the practice 
of selling their shares to customers. This “customer owner- 
ship” plan has a double advantage. It procures capital with- 
out the expense of dealers’ commissions or underwriters’ 
profits. It also creates a pecuniary interest of the customer 
in the financial welfare of the corporation, thus allaying the 
natural antagonism between consumer and producer. Stock 
distribution among employees has a somewhat similar purpose, 
and is carried out on a restricted scale by several large indus- 
trial companies (¢.g., the United Steel Steel Corporation, 
International Harvester Corporation, etc.). Although it is the 
common practice for corporations to offer additional issues of 
stock to their shareholders or employees, it is only occasionally 
that bonds or notes are negotiated in this manner? Moreover, 
even when shares are offered to stockholders, it is frequently 
desirable or essential to the corporation to have bankers “un- 
derwrite” the issue (i.e., agree to take over at a determined 
price the portion that is not subscribed for) in order to be as- 
sured that the amount will be fully distributed.? The Pennsyl- 
vania Railroad Company, the Standard Oil Company of New 
Jersey and other wealthy industrial and railroad corporations 
that regularly offer new stock to their shareholders have fol- 
lowed this policy. As compensation for underwriting a security 
issue Offered to shareholders, the bankers receive a commission 


2The corporation laws of several states, 
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on the total amount offered, regardless of whether they are 
required or permitted to take over any of the shares or not. 

In reorganizations of corporations following bankruptcy 
and receivership, or in readjustments of capitalization, the 
assistance of bankers as “underwriters” or as reorganization 
managers is also usually required. Under such circutnstances, 
the new securities may be not readily marketable among the 
old security holders or the general public. In order to assure 
the success of the reorganization plan, therefore, banking sup- 
port is required. By this means, the funds essential to com- 
plete or effect the reorganization company is guaranteed, since 
the new securities if not taken by the public or by the owners 
of the outstanding securities of the bankrupt concern are pur- 
chased at an agreed price by the underwriting bankers. 


The Functions of Investment Bankers.—The function of 
investment banking differs little fundamentally from the func- 
tion of banking in general. Expressed briefly, banking’s chief 
purpose is to take idle or unproductive capital and apply it to 
productive uses. The direction of the How of capital is thus 
the chief function of investment banking. It differs from com- 
mercial banking mainly. in its field of operations. 

As pointed out in Chapter VI, commercial banking applies 
funds to temporary use in a form that is self-liquidating. In- 
vestment banking, on the other hand, deals in capital funds 
that are to be expended for permanent purposes. This has 
been aptly termed “sunk capital.’ * The credit instruments rep- 
resenting “sunk capital” may change, and may even disappear 
by redemption or otherwise, but as long as the property or 
assets acquired through this capital are preserved for profitable 
use or are converted into other assets equally productive, the 
capital is maintained intact. 

Since the economic function of investment bankers is to 
direct the flow of capital funds, the purpose is best accom- 


4 Gunnison Brown, The Principles of Commerce. 
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plished by turning the stream from the least profitable into 
the most profitable channels. This task may not be accomplished 
in every operation, or at all times, but it is the prime motive 
underlying the banking business in general. Its proper per- 
formance involves: (1) analysis, investigation and research, 
and (2) the underwriting and distribution of securities among 
investors. Each of these will be considered in turn. 


Investigation, Analysis and Research.—Investment bank- 
ers avail themselves of all possible sources of financial, eco- 
nomic and industrial information. When considering the 
financing of a new business organization, or the purchase of 
securities of an established concern, they institute inquiries not 
only with respect to the credit standing, financial condition and 
future prospects of the particular concern in question, but also 
analyze further the economic conditions and other factors re- 
lating to the industry as a whole. A thorough analysis of the 
broad factors and conditions underlying investment values is 
exceedingly difficult. It requires considerable time and expense 
in addition to the exercise of skilled judgment. The leading 
investment banking houses, as well as corporation promoters 
and practical and experienced financiers find it profitable to 
employ in this work expert engineers, accountants and econ- 
omists. Many stock exchange brokerage firms also maintain 


elaborate statistical and investigation departments for the pro- 


tection and benefit of their clients. The services of financial 


research and investigation cover both the study and interpreta- 
tion of underlying economic, industrial and political conditions, 
and the trends and developments in separate lines of business. 


Both lines of inquiry are essential to the operations of success- 
ful investment. 


The Analysis of Business Conditions.— Whatever may be 
the disturbing and detrimental effects of professional manipu- 
lators and stock gamblers, it is a clearly demonstrable fact that 
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investment values as a whole are determined by prevailing 
fundamental economic and industrial conditions, each closely 
related and interwoven with the others, difficult to summarize 
and almost impossible to apply singly at a given time. Largely 
from the study and interpretation of these underlying condi- 
tions, practical financiers and investment bankers gauge the 
prospects of success or failure of their financial underwriting. 
Briefly summarized, the best known tests for studying prevail- 
ing conditions of prosperity or depression, and for forecasting 
the future trend of business affairs, are: 


1. The exchange of bank cheques (clearings) showing the 
volume of business transactions. 

2. Aggregate bank loans and deposits showing the expan- 
sion and contraction of credit. 

3. Railroad earnings, showing the movement of com- 

° modities. 

4. New building construction, showing the demand for 
productive facilities. 

5. Commercial failures, indicating the relative profitableness 
and unprofitableness of business operations. 

6. Price changes of important industrial and basic com- 
modities, such as iron, coal, copper, oil, cotton, etc. 

7. Acreage, yield and’ value of the important crops, show- 
ing the new wealth produced from the soil. 

8. International trade conditions, which determine inter- 
national exchange rates and the monetary gold supply. 


The importance and value of the foregoing and other tests 
not mentioned undergo constant change. To accept one or 
even a few from among the many as a basis of judgment re- 
garding fundamental business conditions may be wholly mis- 
leading. Industrial affairs are in constant flux. The intro- 
duction of new processes, the ceaseless variation in the uses of 
raw materials, and in the demand for commodities ; the changes 
in business organization and in the methods of conducting busi- 
ness transactions, all require proper weighing and careful inter- 
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pretation. The barometers of business, moreover, when used 
as a guide to investment conditions, must be free from disturb- 
ing political and economic conditions. The unsettling of in- 
vestment values through actual or threatened adverse legisla- 
tion or through inequitable taxation has been experienced in 
every epoch of American financial history, and furnishes ample 
proof of the inability of bankers or financiers to uphold security 
values or promote new enterprises under unfavorable political 
circumstances, even though industrial landmarks point to favor- 
able economic conditions.” 


Investigation of Corporation Affairs.—In addition to the 
correct interpretation of underlying economic, political and 
industrial conditions as a guide to corporate financing, invest- 
ment bankers inquire closely into the affairs of corporations, 
municipalities or governments desiring to sell securities. ©The 
information sought and the problems discussed will be covered 
in the following chapters relating to the various groups and 
kinds of securities. Indeed investment bankers demand the 
same knowledge of a corporation’s financial status as the in- 
dividual investor—but in greater detail and with closer scru- 
tiny. In obtaining the knowledge, they frequently employ in 
addition to their own specialists reliable engineering and ac- 
counting firms. Engineering examinations, appraisals and 
audits are indispensable in most industrial financing. An ex- 
ception may be made in the financing of established railroads 
and public utilities when reports of this character may not be 
demanded because public regulation and supervision and pre- 


5In gauging security values on the basis of general business conditions, there 
is always danger of looking backward instead of forward. ‘Wall Street” distounts 
in advance not only all that is probable but also all that is possible. Thus, the 
financial panics of the autumn of 1907 and the spring of 1921 had been largely dis- 
counted by decline in security values a number of months before the actual advent 
of panicky conditions. On the other hand, during the years 1908 and 1922, years of 
business depression and stagnation following the collapse of values security rices 
moved slowly upward and new industrial financing became manifest. : When ae 
in both cases finally set in values were already inflated, resulting in renewed declinecte 
values. Thus, the process of “discounting’’ changes in industrial conditions a Sn 
apace. 
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scribed systems of accounting and auditing, that these com- 
panies follow, furnish ample information to the bankers. 


New York Stock Exchange Listing Requirements.—The 
demand for thoroughgoing and adequate information of the 
affairs of corporations whose securities are marketed among 
investors has the support of the best Wall Street interests. 
With the possible exception of the Interstate Commerce Com- 
mission, no agency in America has been more influential in 
promoting corporate publicity than the New York Stock Ex- 
change. Before securities are permitted to be dealt in on the 
floor of the Exchange, the issuing company must submit a certi- 
fied statement concerning its corporate objects, its organiza- 
tion, its history and financial condition. The company further 
agrees to publish and to submit at least once a year or more 
frequently, if required, to its stockholders an income statement 
and a general statement of financial condition at the end of the 
period.® (See Appendix B.) 


Arranging Terms of the Security—When investment 
bankers have satisfied themselves that the financial and other 
conditions relating to a corporation are such as to warrant un- 
derwriting its securities, other important matters must be 
settled before the issue is offered to the investment public. 
These relate to the amount of the issue, the character of the 
security (whether mortgage bonds, debentures, preferred or 
common shares) the rate of interest or of dividends, maturities, 
amortizations, redemptions and, last but not least, the price. 
All the problems, if properly solved, should be fair both to the 
concerns requiring financing and to investors. Successful 


6 Regarding the listing requirements of the New York Stock Exchange, the re: 
port of the Investigation Committee, appointed by Governer Hughes in 1909, remarks: 

“The Committee on Stock List is one of the most important parts of the organiza- 
tion, since public confidence depends upon the honesty, impartiality and thoroughness 
of its work. While the Exchange does not guarantee the character of any securities, 
or affirm that the statements filed by the promoters are true, it certifies that due 
diligence and caution have been used by experienced men in examining them. Ad- 
mission to the list, therefore, establishes a presumption in favor of the soundness of 


the security so admitted.” 
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banking of all kinds implies that the terms imposed should be 
alike profitable or beneficial both to the borrower and to the 
lender. To saddle a corporation with fixed charges that it is 
incapable of meeting, or to require repayment of advances at 
a time or in a manner that may impair its cash resources or 
hamper its operations, in the end usually results in insolvency 
of the borrower and injury to investors. 


Underwriting of Securities—In underwriting (1.e., pur- 
chasing or guaranteeing the sale of securities) investment 
bankers act as wholesalers or middlemen. When the issue is 
a large amount or more than a single banking house desires to 
handle alone, co-operation or partnership in the operation is 
invited. Such co-operation in the sale of securities takes the 
form of joint accounts or syndicates. As a rule, a financing 
proposition is originally brought to one banking concern. If 
this concern, after investigation, desires to handle the business, 
but requires the aid of others in order to distribute the risk or 
to obtain the capital required for the purpose, it will draw up 
a memorandum of the proposition, and submit it to one or 
more other banking concerns. Participation may be invited on 
a strict joint account basis (1.¢., in which expenses, profits and 
losses are shared equally) or on a ‘‘syndicate’’ basis, in which 
the originating house, having made its terms direct with the 
borrower to whom it alone is responsible offers participation to 
other houses at a fixed or syndicate price. The originating 
house or houses are known as the “‘syndicate managers.” The 
offer is usually accompanied by a written syndicate agreement, 
to be signed by the accepting members thereof. Opposite the 
signature, the amount of the securities “underwritten” is set 
down. 

When the “syndicate” is made up, and the definite allot- 
ments to each member made, a new “group” is arranged for 
the distribution of the securities. This is known as the “sell- 


ing group.” It generally includes the “underwriting group,” 
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with many additional members. To each of the selling group 
is allotted a certain amount of the new issue at a new price, 
usually slightly higher than that at which the underwriting 
syndicate takes the securities. Moreover, the selling group do 
not generally have to bear a proportionate amount of the ex- 
pense of carrying or distributing the bonds. Each member of 
the selling group usually designates in writing or otherwise, 
whether it proposes to “take up” its allotment, or whether it 
will stand ready to take over its proportionate amount of the 
issue that remains unsold after the final offering has been made. 
When securities are taken up by a member of the selling group, 
such member is said to have them “firm,” and is thus assured 
a definite amount to distribute among its customers. More- 
over, the member taking “firm bonds” makes an additional 
profit in the allowance of a selling commission. A typical 
letter inviting participation in a selling group is given herewith. 


(Copy of Selling Group Letter) 


Dear Sirs: 

We invite you to join a Selling Group, of which we 
shall be the Managers with full discretionary power and in 
which we shall participate, to offer for public subscription 
$1,500,000 par value of 7% Cumulative Preferred Stock of 
The North Power Company. We are enclosing a circular 
describing this issue. 

This stock will be offered to the public on Wednesday, 

OFFERING February 4, 1925, at $96.50 flat per share. From this price 

PRICE a selling commission of $2.00 per share (less expenses not 
to exceed 25 cents per share) will be allowed to group mem- 
bers on confirmed allotments, of which 25 cents per share 
may be reallowed to other dealers and financial institutions. 
This selling commission will be paid at the termination of 
the account, except as hereinafter provided. 

Subscriptions for this stock will be received at the office 

SUBSCRIP- of Syndicate Managers. The right is reserved in our sole 

TIONS discretion to close the subscription books without notice, to 
reject any subscription in whole or in part, or in any event to 
allot less than the amount applied for. Subscriptions re- 
ported by telephone or telegraph should be confirmed by 
letter. 

It is expected that stock certificates in permanent form 

NaN will be mene for delivery at the office of Syndicate Man- 
agers, on or about February 9, 1925. Deliveries will be 
made against payment in New York funds at $096.50 flat 


per share. 
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We reserve the right to retain the Selling Commission 
of $2.00 per share upon any stock originally delivered to 
you which may be repurchased by us in the market_at or 
below the offering price during the existence of this Selling 
Group. 

Other than your obligation to make payment for stock 
allotted to you upon your subscription and to comply with 
the other provisions of this letter you will have no com- 
mitment. 

The Managers’ advertisement of this offering will appear 
on Wednesday, February 4, 1925, after which date Group 
Members may advertise at their own expense. 

The Selling Group will terminate thirty days from this 
date, hut the Managers reserve the right to extend it for 
an additional period not in excess of thirty days, or to ter- 
minate it at any time. 

We shall make no charge for our services in forming 
and managing this Selling Group or for its expenses, as 
the offering price of the stock includes a profit to us and 
to our associates. 

Neither the Managers nor their associates shall be under 
any liability with respect to the validity or value of the shares 
offered, or the terms or representations contained in the 
letters, circulars or certificates, or any covenants made 
by the Company; nor shall they be liable under any of the 
provisions of this agreement or otherwise save for their 
individual wilful malfeasance. 

The entire issue of The North Power Company 7% 
Cumulative Preferred Stock at present outstanding, includ- 
ing the amount offered herein, is listed on the New York 
Stock Exchange. 

Very truly yours, 


SYNDICATE MANAGERS. 
REFERENCES 


Security Syndicate Operations. New York, Ronald 


Press Co., 1925, 95p. 


Lyons, Hastincs. Corporation Finance. Boston and New York, Houghton, 
Mifflin & Co. 

Moutton, H. C. Financial Organization of Society. Chicago, The Uni- 
versity of Chicago Press, 1920, 78op. 


Sturers, H. S. Investment, a New Profession. New York, The Macmillan 
Co., 1924, 210p. 


CoARTRRIX 
MECHANICS OF INVESTMENT 


Pusiic DistRIBUTION AND NEGOTIATION OF SECURITIES 


Distributing Securities——Following the formation of a 
“selling group,” as described in the previous chapter, the syndi- 
cate managers underwriting a new issue of securities generally 
make a public offering, an example of which is here given. 


(Copy of Offering Circular) 
$23,500,000 
Oklahoma Gas and Electric Company 
First Mortgage 5% Gold Bonds 


Datep Marcu I, 1925 Due Marcu I, 1950 


Interest payable March 1 and September 1, in New York and Chicago. Redeemable on 
any interest payment date, until and including March 1, 1930, at 105 and interest, 
the premium decreasing 1% each five years thereafter, the Bonds being redeemable 

on September 1, 1949, at 100% and interest. Coupon Bonds of $1,000 and $500 
denominations, with privilege of registration as to principal and fully registered 
Bonds in denominations of $10,000, $5,000 and $1,000. 

The Company will agree to pay interest without deduction for the normal Federal 
Income Tax not exceeding two per cent and to refund, upon proper application, 
the Pennsylvania personal property tax not exceeding four mills, the Connecticut 

personal property tax not exceeding four mills, the Maryland securities tax not 
exceeding four and one-half mills, and the Massachusetts income tax not 
exceeding six per cent, to holders resident in those states. 


New Issue 


CONTINENTAL AND COMMERCIAL TRUST AND SAVINGS BANK, CHICAGO, TRUSTEE. 
7 


The accompanying letter of Mr. J. J. O’Brien, President of the Company, 
has been summarized as follows: 

Property: Oklahoma Gas and Electric Company serves electricity or natu- 

ral gas to 88 cities and towns, including Oklahoma City, El 
Reno, Enid, Drumright, Sapulpa, Muskogee, Shawnee and Ada, located 
in the richest and most populous sections of Oklahoma and having a com- 
bined estimated population of over 375,000. 

Total generating capacity of the Company aggregates 89,000 horsepower, 
including the River Bank Power station located near Muskogee with an 
initial capacity of 30,000 horsepower and the Horse Shoe Lake power 
plant near Oklahoma City with an initial capacity of 20,000 horsepower, 
both of these plants having been placed in operation during 1924. 

Over 984 miles of inter-connected power lines link the new power plants 
with the entire system of the Company, making possible the transfer of 
electric loads to insure continuity of service at all times. 


103 
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Purpose oF Issur: The proceeds from the sale of these Bonds and other 
securities will provide funds to retire the entire present 
outstanding funded debt of the Company and of its subsidiaries, Southern 
Oklahoma Power Company, Shawnee Gas and Electric Company and Okla- 
homa General Power Company, the properties of which will be transferred 
to Oklahoma Gas and Electric Company and subjected to the direct lien 
of the new Mortgage. 
Security: These Bonds will be secured by a direct first mortgage on all 
fixed property of the Company, including that of all present 
subsidiaries, the property of which will be transferred to the Company 
in the present financing. 


CAPITALIZATION 
(Giving effect to present financing) 
Outstanding 
First Mortgage 5% Gold Bonds, due March 1, 1950 (this 


TSI) Ie ana Renae I IUCR EMIOM OSE GA sUCkAB OC Gone $23,500,000* 
6% Gold Debentures, due March 1, 1940............-. 8,000,000 
79 Cumulative Prefersed Stock... ...5....20022--- 6 9,000,000 
Gomimon:- SlOCks So nk he ee cee nee eee eee ae 7,500,000 


* Additional Bonds to be issuable, in series, under conservative mortgage restrictions. 
+$4,500,000 Common Stock now outstanding and $3,000,000 cash subscription for 
other Common Stock. 


EARNINGS 
(Of properties to be Covered by the Mortgage) 
For THE 12 MontHs ENDED JANUARY 31, 1925: 


Gross) Barings’ vase os 20k. cay ee pee ee an oe eee $8,077,607 
Operating Expenses, Maintenance and Taxes, excluding 
Deprectation sien is Stookalg xo tae are 5,424,944 
Net Barnings Miciiean aacceiw so dub ee en oa eee $2,652,663 
Annual Interest Requirement on $23,500,000 First Mort- 
gageis7o Gold Bonds) (this issue) sees eee eee $1,175,000 


Asove Net Earnincs Over 2% Times ANNuAL Bonp INTEREST 
REQUIREMENT. 


GENERAL: Over 78% of the present net earnings of the properties to be 
owned and mortgaged by the Company is derived from the 
sale of electric power and light. During the past ten years gross earnings of 
such properties increased over 262% and net earnings increased over 222%. 
The year 1925 should show a substantial increase in net earnings. Aside 
from the new business now available for service from the two large power 
plants recently completed, the Company will receive full benefit of lower 
operating costs arising from the operation of these plants. 
The number of preferred shareholders now exceeds 5,000, approximately 
1,700 of whom were added under the Customer Ownership plan during 1924. 


The above Bonds are offered for deliver if i 

; re y when, as and if issued and 
received by us and subject to the approval of Roberts and Montgomery 
Philadelphia, as to legalities. Interim receipts of Continental and Com. 
es ieee ees Bank, Chicago, exchangeable for definite Bonds 
when, as and if issued, are expected to be availabl i 
Match omees , e for delivery on or about 

i oe 


Price 95 and Interest to yield over 5.36% 


Ch. 10] MECHANICS OF INVESTMENT 105 


In the public offering the price to investors is definitely 
fixed, but brokers and dealers are allowed a discount or selling 
commission. In order to avoid price-cutting by syndicate 
members or by the “selling group,” there is either a direct or 
implied agreement that sales to individual investors will not 
be made under the stipulated price. Frequently, to protect the 
“market” against the effects of short-selling of the new issue 
by speculators desiring to depress the price, the syndicate ar- 
ranges to purchase on a recognized security exchange offerings 
of the new issue at or below its own offering price. The pur- 
chases continue during the period in which the issue is being 
distributed or before the syndicate is dissolved. When actual 
delivery of the certificates covering such sales is made, the 
syndicate managers as purchasers in the open market are en- 
abled to ascertain by the serial numbers on the certificates re- 
delivered to them the dealers (or the dealers’ customers) who 
have sold out in the open market. The “guilty party” is 
traced in this way, and at times there is an agreement that 
such repurchased securities are charged back to the members 
of the selling group whence they came. Dealers who make a 
practice of cutting the price or of disposing of bonds in the 
open market under the issue price before the “selling restric- 
tions’”’ are removed, are as a rule cut off of future syndicate 
participations or selling groups. Accordingly, sales during 
the life of a syndicate are supposedly made for “guaranteed 
investment.” By this is meant that the securities sold are to 
be held by the purchaser or at least not sold under the “‘offer- 
ing price’ as long as the syndicate has not been dissolved and 
the selling restrictions removed. 


Syndicate Loans.—In the distribution of new securities 
from the time they are purchased by the originating banking 
house until they get into the hands of investors there are vari- 
ous expenses and costs which cut into the gross profits obtained 
in the operation. These costs comprise not only the wholesale 
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discounts, selling commissions, advertising expenses and the 
like, but also the expense of “‘carrying’’ the issue during the 
period that the distribution is taking place. As borrowers who 
sell new securities to bankers usually require the cash imme- 
diately, or within a short time after the sale is arranged, pro- 
visions must be made with commercial or other banking insti- 
tutions for loans of cash to effect the purchase. The common 
practice is for the underwriting syndicate to make arrange- 
ments with a group of banks for a loan of the whole or a large 
part of the amount paid over to the borrowers. The new 
securities are almost invariably pledged with the loaning banks 
as security, and as the loan is paid off from the receipts of the 
sale the pledges are proportionately released. The costs of 
making such loans in ‘‘carrying’’ the securities is a part of the 
syndicate expense and is ratably charged against the syndicate 
members. 


Trading in Securities—Investment banking houses, in 
addition to originating and distributing securities, also assist 
in giving marketability to investments. This function is per- 
formed through the trading departments. Many investment 
houses specialize in certain classes of securities, and are at 
all times ready to purchase or sell either at wholesale or retail, 
at prices quoted by them. Frequently, they maintain markets 
for their own offerings or so-called “originations,” long after 
public distribution has taken place. This is a very important 
function since, as already pointed out, ready marketability is 
one of the factors of an “ideal” investment. In their trading 
operations, the banks and investment houses may act as brokers 
or as merchants. As brokers they merely advertise publicly or 
among dealers the “bids” and “offers” of their customers, 
charging a commission when transactions are effected. As 
dealers, they buy and sell on their own account, their profits, 
if any, arising from the spread between the price at which 
they buy (the “bid”) and the price at which they sell (the 
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“offer”). Thus, Virginian Power First and Refunding 644% 
Bonds, due 1953, will be quoted by the house specializing in 
this issue at “96 bid, offered at 100.” This means that they 
will buy the bonds at 96%, and sell at 100% of par value. 
Occasionally, the amounts in each case are specified when the 
“bids” and “offers’’ are given. Quotations are sometimes 
made “‘subject’’ to confirmation or to change. These are 
termed “nominal” bids and offers. Transactions, moreover, 
may be made at prices between the “bid” and the “asked,” 
since the higgling of the market fixes security values in the 
same manner as in the case of commodities, goods and 
other property. 

When securities are listed on an exchange, the value at any 
time is determined by the prevailing registered “bid” and 
“asked’ quotations. These quotations change constantly. 
Moreover, the prices generally apply to definite amounts. Thus, 
the Hungarian 7% Bonds, due 1944, may be quoted 88% bid, 
offered at 8834, but the amount desired to be purchased at 8814 
is $10,000, whereas the offered amount at 8834 is but $1,000. 
Under these conditions, a transaction does not necessarily take 
place should either party raise or lower the quotation to meet 
that of the other. On the New York Stock Exchange, bonds 
are sold in units of $1,000, and shares ordinarily in 100 share 
lots. Smaller amounts, as stated on page 44, are known as 
“odd lots’? and are purchased or sold by the “odd lot’’ dealers 
who, however, base their prices on the exchange quotations. 
‘These “odd lot” dealers obtain their profits by buying at a 
fractional discount under or selling at a fractional premium 
above the last regular transaction in the security.’ 


Terms of Sale—Security trading or dealing in invest- 
ments is not generally a simple matter of transfer and delivery 
of the paper certificates or other evidence of ownership. 


1Qn the London Stock Exchange, there is a class of dealers termed “‘stock- 
jobbers” who at all times will quote prices at which they will buy and sell the listed 
securities. These deal only with other members who are the “brokers.” No arrange- 
ment of this sort exists on the New York or other stock exchanges in the United States. 
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There are rules, customs and practices which are regularly fol- 
lowed, and which have received judicial sanction. When 
transactions take place through brokers on an organized ex- 
change, such transactions are subject to the rules imposed by 
the exchange. “Over-the-counter” transactions (1.e., those 
which occur privately, whether consummated directly by nego- 
tiation between buyer and seller or through dealers and 
brokers) generally, in the absence of special agreements, fol- 
low the common practices of the exchanges. Thus, it is a rule 
of the New York Stock Exchange that bonds bearing a fixed 
rate of interest and not in default are quoted “and interest.” 
This means that the purchaser is to pay the quoted price, plus 
the accrued interest to the date of delivery. The practice is 
also followed in bond transactions “over the counter,’ though 
by special arrangement it may be altered. Another stock 
exchange rule requires delivery of the securities before 
2:15 Pp. M. the day following sale. This is called “regular”’ 
way or “N. D.” (next day). However, when stipulated 
in the transaction, delivery may be deferred to a definite 
time, or may be at “buyers’”’ option or “sellers’’’ option. 
Thus, when securities are sold “seller thirty,” it means 
that the seller has thirty days in which to make delivery, 
-and when it is designated “buyer thirty,’ the buyer has 
the option of delaying delivery at any time within this 
period. The New York Stock Exchange rules stipulate 
that such options must not run for less than three, nor more 
than sixty days, and on all options over three days, writter 
confirmations must be exchanged on the day following the 
transaction. Occasionally ‘‘cash” sales take place on the ex- 
change. These require delivery and payment on day of sale. 
Such “cash” sales are generally the result of failure to deliver 
under a “regular” transaction, which gives the purchaser the 
right to “buy in” for immediate delivery an equal amount of 


the same security on the exchange, and charge any loss that 
may result to the purchaser. 
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Delivery of securities may be made conditional. Thus, 
new issues are generally sold on a “when issued” basis, both 
in public offerings and in stock exchange transactions. In this 
way, the seller secures himself against suit for breach of con- 
tract in the event the securities sold are never issued. Invest- 
ment houses which make original offerings usually stipulate 
that sales are made ‘‘when, as and if issued and received by us 
and subject to approval of counsel.’”’ Such stipulations avoid 
much of the possibility of damage suits when offerings are 
withdrawn from the market or when legal complications in the 
creation of securities arise.” 

Offerings are also made subject to prior sale or to change 
in price, or subject to allotment or rejection, and are thus dis- 
tinguished from “firm” offerings. The latter are generally 
limited as to time of acceptance. 

As pointed out above, it is the common practice for sellers 
to charge purchasers in addition to the price of fixed interest 
bearing bonds, the accrued interest to date of delivery. In- 
come bonds the nature of which is explained on page 88, 
and bonds on which the interest is not being paid are sold 
“flat,” 7.e., without the addition of accrued interest. Bonds 
issued in foreign currencies, the interest on which is not pay- 
able at a fixed rate of exchange, are also regularly sold “flat.” 
The price of these securities, other things being equal, will 
accordingly be reduced following the date of interest payment 
by the amount of such payment. On the other hand, as the 
interest date approaches, the price tends to rise, since the quo- 
tation carries with it the interest accrual to date of sale. All 
stocks, whether preferred or common, are regularly sold flat, 
though offerings are frequently made, especially in the case 
of preferred stock, at a definite price “and accrued dividend.” 


2The rescinding of an offering of $12,000,000 of the California Division, Pan 
American Petroleum and Transport Company First Mortgage Convertible Bonds in 
February, 1924, as a result of the oil lands lease scandals exposures, is an illustration 
of the importance to bankers of definitely stating the terms of sale and delivery in 
their public offerings of new securities. 
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Computing Investment Income.—Government and munici- 
pal bonds, together with railroad equipment obligations, are in 
many instances offered to investors or traded on an income 
yield basis. By this is meant that the actual price paid is to 
be fixed at the date of sale or delivery in accordance with a 
standard computation which will give the purchaser an expected 
annual income of a certain per cent on the amount paid, pro- 
vided he holds the security to maturity. Perhaps nothing is 
more puzzling to the inexperienced investor when making bond 
purchases than the proper distinction between “current in- 
come” and “yield.” The income is represented by the interest 
rate attaching to the bond. In the case of a 5% bond, it would 
be $50 on a face value of $1,000, and on a 6% bond of the 
same amount, it would be $60 per year, whether paid quar- 
terly, semi-annually or annually. In figuring the yield, how- 
ever, there must be taken into consideration not only the inter- 
est rate, but the price paid for the security and the period of 
time between the purchase date and the maturity date, when 
it is to be paid at its face value.* A bond selling at a discount, 
or less than 100% of its face value, would return the investor, 
if held to maturity, a higher yield than its income or interest 
rate, and a bond selling at a premium, or over 100% of its 
denomination, would return a smaller yield than the interest 
income. In the latter case, the investor will, if he retains the 
bond to maturity, lose his premium which, accordingly, should 
be cancelled or “amortized” during the period if he is to esti- 
mate correctly his actual return from the investment. 


Yield Computations—The rate of income yield on the 
sum invested, as distinguished from the interest yield rate on 
the par value of the bond, is commonly termed the basis. To 
determine the basis, it is necessary to know: 

3 There are several bonds outstanding, mostly forei 
premium over the face value. Thus, the State at San’ Pack 4c ae cae 


are repayable at 105, or $1,050, instead of $1,000, the face v i : 
; al 4 
rate is computed. ne ue on which the interest 
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First, the purchase price of the bond. 

Second, the fixed interest it bears. 

Third, the number of interest payments during the year. 
Fourth, the number of years to maturity. 


These facts being ascertained, the basis may be found in a 
standard table of bond values. 

By reference to a bond table, a page of which is shown in 
Figure 1, it is seen that if a bond of the par value of $1,000, 
maturing in seven years, bearing interest at 5% payable semi- 
annually, is purchased for $1,060.53, the investment earns 
only 4%. The bond, accordingly, has been purchased on a 
4% basis. 


At the end of the first six months the interest earned on the 
investment is $21.21 (at the rate of 4% per annum on 
$1,060.53), the interest received on the par value of the bond 
is $25.00, the difference between the two amounts being $3.79. 

The theory of scientific amortization is that the difference 
between the interest earned on the investment and the interest 
received on the par value (in the example given, $3.79) is 
not income but principal. As a bond purchased above par 
approaches maturity, there is an inherent and intrinsic de- 
preciation in its value, and the amount of this depreciation 
at each interest period is the difference between the “interest 
earned’ and the “ interest received.” It will be seen from 
Figure 1 that 


The value of a 5% bond purchased on a 4% basis 


AVI CHNSEVCHINY CATS ELON LUI et Siceiieiele iebsta este) cveteleiclors $1,060.53 
The value of the same bond with six and one-half 

WES TOTO Sho canngnoehoUcbo mcd Hone UDDO De 1,056.74 
The depreciation during the first interest period being $3.79 


Collection of Investment Income.—The periodical income 
on securities may be received directly from the corporation or 
its paying agency by cheque, as in the case of stock dividends 
and registered bonds, or may be collected by presenting war- 
rants or “coupons” payable at fixed dates, and which are gen- 
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Seven Years 


Interest Payable Semi-Annually 


% % 
per | 244% 3% 344% 4% 474% 57% 6% per 
an. a 
| 
4.00 | 90.9203 | 93.9469 | 96.9734 | 100.0000 | 103.0266 | 106.0531 | 112.1063 | 4.00 
405 | 90.6342 | 93.6554 | 96.6766 | 99.6979 | 102.7191 | 105.7404 | 111.7828 | 4.05 
410 | 90.3490 | 93.3649 | 96.3809 | 99.3968 | 102.4128 | 105.4287 | 111.4606 | 4.10 
4% | 90.2008 | 93.2201 | 96.2334 | 99.2467 | 102.2600 | 105.2733 | 111.2998 | 4 
4.16 | 90.0649 | 93.0755 | 96.0862 | 99.0968 | 102.1075 | 105.1181 | 111.1394 | 4.15 
420 | 39.7817 | 92.7871 | 95.7925 | 98.7979 | 101.8032 | 104.8086 | 110.8193 | 4.20 
4.25 | 39.4996 | 92.4997 | 95.4998 | 98.4999 | 101.5001 | 104.5002 | 11 
4.30 | 389.2185 | 92.2134 | 95.2082 | 98.2031 | 101.1979 | 104.1928 1101825 230 
435 | 88.9384 | 91.9280 | 94.9176 | 97.9073 | 100.8969 | 103.8865 | 109.8657 | 4.35 
43, | 88.7987 | 91.7857 | 94.7727 | 97.7597 | 100.7468 | 103.7338 | 109.7078 | 4 % 
4.40 | 88.6593 | 91.0437 | 94.6281 | 97.6125 | 100.5969 | 103.5813 | 109.5501 4.40 
4.45 | 883812 | 91.3004 | 94.3396 | 97.3187 | 100.2979 | 103.2771 | 109.2355 | 4.45 
4.50 | 88.1041 | 91.0780 | 94.0526 | 97.0260 | 100.0000 | 102.97 
: i y 9740 | 108. : 
428 | 37:8279 | 90.7967 | 93.7685 | 96.7343 | 99.7031 | 102.6719 108.6098 tes 
4.60 | 87.5528 | 90.5164 | 93.4800 | 96.4436 | 99.4073 | 102.3709 | 108.2982 | 4.60 
454 | 87.4156 | 90.3766 | 93.3376 | 96.2987 | 99.2597 | 102.2208 | 108.1429 | 4 3 
4.65 87.2786 | 90.2370 | 93.1958 | 96.1540 | 99.1125 | 102.0709 | 107.9879 | 4.65 
i 87.0054 | 89.9587 | 92.9120 | 95.8653 | 98.8187 | 101.7720 | 107.6786 | 4.70 
4.75 | 86.7331 | 89.6813 | 92.6295 | 95.5777 | 98.5 
: 629: ; 5259 | 101.4741 | 107. : 
4-80 | 86.4619 | 89.4049 | 92.3480 | 95.2911 | 98.2542 | 1011 17 107 0632 230 
4.85 86.1916 89.1295 | 92.0675 95.0055 97.9434 | 100.8814 | 106.7573 | 4.85 
i : : : 97.7984 | 100.7339 | 106.6047 | 4 % 
4.90 | 85.9222 | 88.8551 | 91.7879 | 94.7208 i 00 
4.90 | 85.9 : : 97.6537 | 100.5866 | 106.4523 | 4.90 
538 | 88.5816 | 91.5094 | 94.4372 | 97.3650 | 100.2928 | 106.1484 | 4.95 
5.00 | 85.3864 | 88.3091 | 91.2318 | 94.15 0000 
: De 1545 | 97.0773 | 100. 
gs Ue | ee |e | ee ee 
B10 | 84.8543 | 87.7099 | 90.0796 | 93. 96.5048 | 99.4175 | 105.2427 | 5.10 
‘ : 3.4522 | 96.3624 | 99.27: ‘ 
5.15 | 84.5897 | 87.4973 | 90.4049 | 9 to77 | 1049420 | Su8 
As 5 3.3125 | 96.2201 | 99.1277 i 
5.20 | 84.3260 | 87.2286 | 90.1312 | 93.0338 | 95.9364 oeesed 104.6441 220 
5.25 | 84.0633 | 86.9609 | 89.8585 
‘ 8585 | 92.7560 | 95.6536 
sy ee ee 98.5512 | 104.3464 | 5.25 
5-30 | 83.8015 | 80.6941 | 89.5867 | 92.4793 | 95.3719 | 98.2644 | 104.0496 | 5.30 
5.3 i 92.2034 | 95.0911 | 97.9787 
3% | 83.4105 | 86.2956 | 89.180 : Hep aed ie 
5.40 | 83.2806 | 86.1633 30,010 Sti O4Bii2 PM presen cy « 
5.45 | 83.0216 | 85.8993 | 88.7770 | 91.6547 | 94.5324 tee 103.1058 345 
5.50 | 82.7635 | 85.6362 | 88.50 
: 5090 | 91.3817 | 94.2545 
5.55 82.5063 85.3741 88.2419 | 91.1097 | 93.9776 Sessa ion saio eee 
Bop fae 500 | ae 12 87.9758 | 90.8387 | 93.7016 | 96.5645 | 102.2903 | 5.60 
5 2 | 82.1222 | 84.9820 | 87.8431 | 90.7035 | 93.5040 | 96.4244 102.1453 | 55 
5.05 | 81.9946 | 84.8526 | 87.7106 | 90.5086 | 93.4266 | 96.2846 102.0006 | 3.68 
: 5932 | 87.4463 | 90.2994 | 93.1525 | 96.0056 | 101.7119 270 
5.75 | 81.4865 | 84.3347 | 87.1830 . 
: : 90.0312 
5.80 81.2338 84.0772 | 86.9205 | 389.7630 o2 ors O8 soe jolie oes 
5.85 | 30.98 83.8205 | 86.6590 | 89.4975 | 92.3360 | 95.1 jocles i llasine 
8 U4 8564 | 83.6925 | 86.5286 | 89.3647 | 92.2008 pee lice 
5.90 B0.7511 |. 83.5647 | 86.3084 | .80.2321 | o2 0c? | oasona | tomcat tl coe 
: 80.4810 | 83.3099 | 86.1387 | 88.9675 | 91.7064 | 94.6282 | 1002809 | S08 
: : 282 9 
6.00 | 80.2319 | 83.0559 | 85.8799 
: 88.7039 | 91.5279 | 94.3520 
: .3520 | 100.0000 | 6.00 
% 
per | 214% 3% 346% 4% \ we 
Z (0) 
a /0 414% 5% 6% per 
an. 


ee eee 


Figure 1 
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erally attached to the security certificate. The coupon bond 
takes its name from the French word ‘‘couper,” to cut, be- 
cause the certificates of interest are printed on the same sheet 
as the bond certificate, or attached thereto. The coupons may 
be detached at any time and sold, whether before or past due. 
If the holder wants to anticipate his interest, he can cut off 
the coupons and sell them at a discount if others are willing 
to purchase. If coupons maturing at a future date are de- 
tached from the bond, the bond cannot be sold “regularly” 
until after the maturity of the coupon, as the absence of the 
coupon prevents the bond from being a “good delivery.” 

Coupon bonds are payable to bearer, and, accordingly, the 
debtor or obligor need have no record of their ownership. As 
their transfer through sale or otherwise is by simple delivery, 
coupon bonds may be lost or stolen without the owner having 
any recourse against the debtor concern by whom they were 
issued. It therefore may be hazardous for investors, unless 
they have vaults or safe deposit boxes at their disposal, to 
hold coupon or bearer bonds. Moreover, in order to obtain 
the interest as it becomes due, it is generally necessary to have 
the bonds in a place convenient of access to the holder.t For 
these and other reasons, many investors prefer to hold “reg- 
istered” bonds. 

When a bond is registered, a record of the owner is kept 
by the debtor concern or its fiscal agency, and a transfer of 
ownership is not recognized without written notification on 
the part of the seller, who must also assign the bond to the 
debtor or its agent with power of attorney to make the trans- 
fer. Hence, a registered bond is said to have limited negotia- 
bility. On this account it generally sells at a fractional dis- 
count below the coupon or bearer securities.” 


4This difficulty is overcome through the assistance of trust companies, banks and 
investment houses, who maintain ‘“‘safe-keeping departments” for their clients, and who 
collect interest when due. Banks and trust companies charge moderate fees for this 
service. 

5 Bonds may be made registerable as to principal, or as to both principal and 
interest. If registerable as to principal only, they do not differ in appearance from 
coupon bonds, a notation of the fact of registration merely appearing on the bond 
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Registrars and Transfer Agents.—As a protection against 
forgery, over-issue, and fraudulent transfers, all cer amc: 
representing investment securities should bear a registrars 
certification. Trust companies and banks authorized to per- 
form this service are generally appointed registrars for both 
stock and bonds. These institutions maintain records of the 
amount and the numbers of the certificates authorized and 
issued, and certify to the genuineness of the signatures on the 
bonds. Most stock certificates, particularly of issues listed on 
the New York Stock Exchange, contain the legend “This cer- 
tificate is not valid until countersigned by the transfer agent, 
and registered by the registrar.’”’ The transfer agent keeps 
the stock book and maintains a record of the transfer, issuing 
a new certificate in the name of the party to whom the shares 
are transferred. The registrar then registers the number of 
the new certificate and cancels the old certificate. As the 
purpose of both transfer and registration is a double check 
against counterfeit and fraud, the same institution cannot very 
well act as both registrar and transfer agent for the same 
issue, though cases of this double function performed by the 
same office have come to the author’s notice. Many corpora- 
tions transfer their own securities, but registration is con- 
sidered a service that can be performed properly only by an 
independent organization.® The trustees appointed for the 


certificate. Holders of a number of issues of coupon bonds may exchange them for 
registered bonds, and vice versa. The privilege, if granted, must be a part of the 
deed of trust or loan contract. ; 

®Clay Herrick, in his book “Trust Companies,’”? defines the respective duties of 
transfer agent and registrars as follows: ‘The duty of the transfer agent is to act 
for the issuing corporation in the matter of making transfers of the ownership of its 
stock from one holder to another. This involves the passing upon the regularity and 
jegality of the assignment of title, the noting of the transaction upon the transfer 
books of the corporation, the cancellation of the old certificates and the execution and 
delivery of the new certificates (page 413) ... Before making delivery of the 
certificate, the transfer agent dates it, fills in the name of the new holder and the 
number of shares represented, affixes the seal of the issuing corporation, and attache: 
the proper signature to the transfer agent’s certificate. ; : 

“The duty of the registrar of stock is to register or record the issue of certificates 
of stock after they have been issued by the transfer agent, for the purpose of prevent- 
ing an over-issue of stock, Before assuming its duties, the registrar must be te ished 
with authentic information as to the total amount of stock authorized to b sane if 
none has been issued, or as to the total amount of stock authorized to b ¥ tek a 
the amount outstanding, if part or all has been issued. After the eet conn 
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protection of the rights of the bondholders under a corporate 
trust indenture usually perform the service of registrars for 
the bonds. 

The listing regulations of the New York Stock Exchange 
require not only that the office of transfer and registration of 
shares be performed by separate authorities, but that these 
offices be maintained in the Borough of Manhattan, City of 
New York, “where all listed securities shall be directly trans- 
ferable, and the principal of all listed securities with interest 
or dividends thereon shall be payable.” Both the transfer 
agent and the registrar for listed securities must be acceptable 
to the Committee on Stock List of the Exchange. Registrars 
of listed securities, moreover, must file with the Secretary of 
the Exchange an agreement to comply with all the require- 
ments pertaining to registration. When stock is transferred 
at the office of the company which issued the securities, the 
transfer agent, authorized to countersign certificates, must be. 
an individual other than the officer authorized by the com- 
pany to sign its stock certificates. A corporation may main- 
tain, in addition to a transfer office in New York, similar 
offices in other cities, but (according to the New York Stock 
Exchange rules), certificates transferred in the other cities 
must be identical in color and form and interchangeable with 
certificates registered in New York. 

Another regulation enforced by the New York Stock Ex- 
change, as protection against counterfeiting of listed securi- 
ties, is that the certificates shall be properly engraved by an 
approved engraving firm, and that the form, context and 
quality shall be in accordance with the Exchange’s require- 
ments. Considerable controversy has resulted from these re- 
strictions. The City of New York has ceased to list its bonds 
on the New York Stock Exchange because it refused to have 


shares authorized to be issued has been registered, new certificates are not registered 
except upon cancellation of outstanding certificates for the same number of shares.” 
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the certificates engraved by any of the firms designated by the 
Exchange officials. 


The Guaranty of Investment—Little progress has been 
made or is like to be made in insuring the safety of invest- 
ments through guaranties of financial or insurance companies. 
When such guaranty is of the nature of insurance, and not 
endorsement, its cost must be met by investors. The success 
of mortgage and trust companies with guarantees of real 
estate mortgages, and the entrance of credit insurance and 
surety companies in the commercial investment field may lead 
to further extensions of this class of business undertaking, 
but as yet no sound actual experience exists, whereby rates 
can be scientifically computed and charged for relieving in- 
vestors from the risks of their commitments.‘ Moreover, 
as pointed out by Lawrence Chamberlain—‘“The securities 
guaranteed must be of high order of safety in themselves, 
and the guarantor company must have assets far in excess of 
any probable demand of contingent liabilities.”’ § 

The business of investment, therefore, may be expected to 
continue to be one relating to risk and income, and like busi- 
ness in general, the expected gains will be offset by the nature 
and extent of the risks. 
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Part II—Commercial and Real Estate Loans 


CHAPT HE REXI 
COMMERCIAL CREDITS AS INVESTMENTS 


The Fundamental Characteristics of Commercial 
Credits—Commercial credits, as pointed out in the previous 
chapter, arise mainly out of commercial transactions. These 
transactions comprise the production, manufacture, purchase, 
and sale of commodities. They may also include transactions 
relating to services, though the production and distribution 
of goods is at the basis of all genuine commercial credits. 
It is for this reason that commercial paper, in order to be 
eligible for rediscount at a Federal Reserve Bank, is required 
to be based on “existing values,” 7.e., raw materials, com- 
modities, or merchandisable goods of some sort. 

The factors of security back of commercial credits are: (1) 
the value and marketability of the commodities on which the 
credit is based, or (2) the credit standing (7.e., net worth) 
of the maker, drawee or endorser of the obligation, or (3) 
both these. When the goods or commodities are pledged for 
the repayment of the credit, the principal basis of the security 
is the pledged collateral. On the other hand, when there is 
no special pledge or property securing the obligation, the net 
worth or credit standing of the maker (obligor) of the com- 
mercial credit, or as is frequently the case, the endorsement or 
guarantee of a second party, gives it value and marketability. 

Banking experience for many years has demonstrated that 
purely commercial loans are the safest of all temporary in- 
vestments. The “two-name’”’ commercial credit, which com- 
prises both the endorsed promissory note and the trade ac- 
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ceptance, is the most liquid and satisfactory form. The credit 
represented by a trade acceptance with two or more pales 
is an indication that the buyer or seller of merchandise is pre- 
pared to meet the draft when due. The trade acceptance, there- 
fore, is considered by many the most approved and economical 
way of transacting business on credit. 

Commercial credits, whether in the form of promissory 
notes (promises to pay) or in the form of drafts (orders to 
pay) such as trade acceptances, are nothing more than instru- 
ments representing deferred payments. They accordingly dif- 
fer outwardly from capital credits (long-term obligations) in 
but one important respect, namely, they are of short duration.’ 
Both kinds of credits, as already pointed out, are fundamen- 
tally based on confidence. In commercial credits the duration 
may be assumed to extend only during the time required to 
complete the processes of a commercial or productive opera- 
tion, such as the production of argicultural commodities the 


manufacture of goods, or the wholesaling or retailing of 
merchandise. 


Classes of Commercial Credit—From the investment 


viewpoint, commercial credits may be placed in three classes, 
ie 


1. Those not available as investments. 


2. Those available as investments only to banks and similar 
institutions, 


3. Those available to individual investors. 


Commercial Credits Not Available as Investments.—In 
the United States, a considerable amount of commercial cred- 
its come within the first class. Herein are found the “open 
accounts” or “‘book credits” of merchants, manufacturers and 
professional men. Such credits are not represented by writ- 
ten instruments. Accordingly, they are not readily negotiable, 
and thus lack an essential element of an investment security. 


1The fundamental difference was stated on page 55 
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Moreover “open accounts,” “book credits,’ and “credit bal- 
ances’ bear no interest charge as a reward for deferred pay- 
ment. Accordingly, the element of a “periodical income’”’ 
or profit is also absent. Thus, as stated by Chamberlain, 
they have “no monetary rental value,” * though it is quite prob- 
able that a latent interest charge is involved, represented by 
the “cash discount” allowances usually granted for cash pay- 
ments, or for payments in advance of the due dates of the 
indebtedness. 

Although “open accounts” (i.e., accounts receivable) are 
not generally negotiable, and are not available for general 
investment, they can be sold or “pledged” as security for inter- 
est bearing negotiable loans and thus may come within the 
field of investment. During recent years a number of “finance” 
companies or “credit’’ companies have been formed for the 
purpose of granting loans to merchants, manufacturers and 
others who as security for such loans sell or pledge the credit 
balances on their books or other indebtedness due them. These 
finance companies perform a banking function but their opera- 
tions only indirectly come within the general investment field. 


Operations of Finance or Credit Companies.—In their 
fundamental characteristics, finance companies date back to 
the earlier money lenders in the large centers, and to the 
“factors” which, for fifty years or more, have operated 
largely in the textile industry. The former were chiefly in- 
dividuals who advanced funds and took whatever security 
seemed most satisfactory. “Factors” often combined finance 
and merchandising by making sales for the mills which used 
their services, and by advancing funds to the latter for manu- 
facturing operations. These advances are made largely against 
the manufacturer’s bills receivable, which are assigned to the 
factors. The individual money lender and the factor still 
remain, though the finance companies whose business has 


2 Principles of Bond Investment, page 38. 
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been placed upon a more scientific basis is fast displacing them. 
The finance company has tended more and more to resemble 
commercial banks in their practices. Their function, how- 
ever, is somewhat separate and distinct, inasmuch as they 
supplement rather than displace the services of the commercial 
banks. There are many business concerns whose resources 
or credit standing do not measure up to the standards set by 
ordinary commercial banks. This does not necessarily imply 
that advances to such concerns when properly secured are not 
good credit risks. It merely means that insofar as the bank 
is limited in the nature of its transactions, certain classes of 
borrowers do not fulfill their usual requirements in extending 
credits. The latter, accordingly, find the finance companies a 
credit convenience. 

Finance companies, unlike commercial banks, are not re- 
stricted legally or otherwise in the kind of commercial paper 
they may buy or the period of the maturities of loans. Hence, 
these companies purchase notes and drafts secured by auto- 
mobiles, pianos, household wares and other goods in actual 
use, that have been purchased on an instalment plan. Repay- 
ment of such advances are generally made over longer periods 
than ordinary commercial banks allow. The payments, too, 
may be in small amounts, making it necessary that collections 
be rigidly watched. Commercial banks find this class of 
business unprofitable at the usual rates of interest. If they 
charged more, it would lead to legal difficulties in some cases, 


and nearly always to dissension among those borrowers who 


have to pay the higher rate. Finance companies, however, 


by dealing only with this class of customers, can charge more 
without making their customers dissatisfied. This increased 
income enables it to carry the investigation further and to 
protect itself in making a loan, and also to watch develop- 
ments after the loan is made. 


Finance or credit companies, since they do not receive 


deposits to be used in making advances, obtain the bulk of 
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their funds through the issue and sale of their short-term 
collateral trust notes. The notes have as collateral the com- 
mercial paper which they acquire and own. ‘The collateral 
trust notes are marketed largely among banks and investment 
institutions, which thereby grant indirectly and through the 
intermediary of the finance company credit to certain business 
concerns which they are unable or unwilling to do directly. 


Commercial Credits Available as Bank Investments.— 
Taken collectively, the commercial banks constitute what is 
known as the “discount market,’ which is concerned with the 
purchase and sale of short-term bills and notes created by 
commercial, agricultural and industrial concerns to finance cur- 
rent business transactions. Banks of deposit and discount, in 
granting loans to their clients, either accept in return or pur- 
chase (1.¢e., discount) promissory notes, drafts, or some other 
written negotiable credit instrument, giving a claim to a fu- 
ture payment. The bank can retain this security or, it may 
negotiate its sale by “rediscounting’ (see page 52). As in 
the United States such sales of commercial paper are almost 
exclusively among banks, individual investors play a very 
small role in the operations. However, owing to the encour- 
aging gain since the establishment of the Federal Reserve 
System of the use of trade and bank acceptances as credit 
instruments in commercial transactions, opportunities are now 
afforded individuals as well as banking institutions to invest 
in short-term commercial credits. 


Bankers’ and 


Commercial Loans Available to Investors. 
trade acceptances are the chief form of commercial credits 
available as short-term investments for the general public. 
Since the establishment of the Federal Reserve System, there 
has been a steadily broadening market for bankers’ acceptances 
among individual investors.* Every principal city has ac- 
ceptance dealers and many of the large banks have established 


% Bankers acceptances were defined on page 53- 
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acceptance departments where complete service in the creating 
and the merchandising of acceptances may be secured. There 
has been also a steady increase in the demand for bankers’ 
acceptances for investment purposes among country banks, 
savings institutions, corporations, fiduciary institutions, and 
individuals. As acceptances have become more widely dis- 
tributed in these channels, the load placed on the federal re- 
serve banks, at the time of their organization in 1914, when 
they were almost the sole purchasers, has been largely removed. 
During the first decade of the Federal Reserve System, there 
has been an estimated turnover of bankers’ acceptances of 
approximately four billion dollars annually, while at the end 
of 1924 there was outstanding something like one billion of 
dollars bankers’ acceptances. About 85% of this financing 
represents exports and imports. 

The bulk of commercial credits which serve as general 
investments to the public are created in New York. Just as 
London occupies a predominant position in the commercial 
credit market of the British Empire, so New York constitutes 
the main discount market in the United States. The pre- 
dominant position of New York becomes apparent if one 
considers that the acceptances outstanding created by New 
York banks alone amount to from one-half to two-thirds of 
all the acceptances outstanding in the United States. New 
York also at times attracts large amounts of foreign funds 
from abroad, which are invested either in commercial credits 
or “call loans.” It was estimated that in 1923 about $500,- 
000,000 of foreign funds were invested in the New York 
discount market as a result of the heavy “flight of capital’ 
from countries with depreciating currency. This amount has 


probably decreased since more stable currency conditions have 
been established on the European continent. 


“Oo . 

en-Market coe i i 
P Operations. Dealings in commercial 
paper in the so-called open market for promissory notes in the 
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United States have long been confined chiefly to the sale of 
single-name promissory notes. Such paper is seldom pur- 
chased by other than financial institutions, whereas in Europe 
thany merchants make temporary investment of idle funds in 
both trade and bankers’ acceptances. The “open market’ for 
such investments in European commercial centers affords a 
medium for ready purchase or sale. It has been authoritatively 
estimated that the volume of paper revolving and circulating 
in the open market in London before the World War was 
normally from $1,500,000,000 to $2,000,000,000.. The rates 
that obtain in such markets are ordinarily stable, and for 
“prime paper” constituting first-class credit risks average some- 
what below the bank discount rates. The great commercial 
advantages accruing to any country that can maintain a stable, 
open discount market is apparent to every user of credit, as to 
such a market are attracted not only idle banking funds. but 
also the funds of individual investors. Ample credit facilities 
is the foundation of business prosperity. 


Interest Rates.—The interest rate on commercial loans 
naturally depends on the idle supply of capital available for 
such purposes. The tidal gauge of idle funds is the call money 
rate, i.c., the rate paid for loans that can be called or redeemed 
at the option of either the borrower or the lender. When the 
call rate rises sufficiently beyond the rate for short-term loans, 
holders of liquid funds naturally find it more profitable to in- 
vest their funds on call loans than in notes or acceptances. 
Whenever, on the other hand, the commercial paper rates are 
higher than the call money rate, institutions and brokers buy 
readily marketable paper, for by so doing they can make a 
profit by pledging as collateral their prime acceptances and 
other commercial paper as security for loans in the call money 
market. Thus, at the end of 1924, when call rates were 
low, dealers in commercial paper were reported to have under 
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pledge as security for call loans with banks about $75,000,000 
of bankers’ acceptances. 

The call money market also influences the rate on com- 
mercial loans in another respect. Most dealers in commercial 
paper do not operate with their own capital, but borrow up to 
about 80% of their holdings from banks on call. The margin 
between the average yield and the average cost of borrowed 
money is always very narrow. It is clear, therefore, that at 
a time when the demand for investment in commercial loans _ 
is light, an increase in the rate of call money quickly wipes 
out the profit of the dealer. He, therefore, endeavors to liqui- 
date his commitments at any price that will avoid losses. Ac- 
ceptance and note dealers, therefore, are willing to expand their 
purchases in proportion as they feel assured of obtaining an 
adequate amount of credit at rates which will enable them to 
earn a profit on their own investment operations. 


Savings Banks as Investors in Commercial Loans.—As 
a general rule, savings banks do not invest in commercial loans. 
Until within recent years, the mutual savings banks of New 
York and several other states were prohibited by law from 
purchasing any form of short-term commercial paper. In order 
to promote the market for trade and bankers’ acceptances fol- 
lowing the establishment of the Federal Reserve System, and 
to afford a wider field for their capital, New York savings 
banks have been permitted to invest up to 20% of their assets 
in acceptances. During the period of unusually high money 
rates following the World War, acceptances found a ready 
market among savings banks both in New York and other 
states, the income from such liquid investments equalling or 
exceeding the rate of return on the highest grade long-term 
investments. 

State savings bank laws, with the exception of Pennsyl- 
vania, now generally permit limited investment in secured per- 
sonal loans. The general tendency of these laws seems to be 
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first, the setting of conditions which will make for safety, and, 
secondly, the elimination of the type of loan that is made 
generally by commercial banks under satisfactory conditions. 
It is in the province where the “loan shark”’ has had a virtual 
monopoly of the field in the lending on purely personal credit 
that the savings banks may be able to do real service. 

Investment on a limited scale in paper bearing the endorse- 
ment of persons or organizations other than the borrower has 
been permitted for a number of years in New England. 
The qualifications and number of sureties required for eligible 
notes in the different states, however, vary. In New Hamp- 
shire, the note must have two or more signers or one or more 
endorsers. In Vermont, the paper should bear at least two 
approved names, either as makers, sureties or endorsers. Such 
persons, moreover, must be residents of the state, or living 
within fifty miles of the lending bank. Multiple name paper 
(1.e., paper endorsed or guaranteed by one or more parties 
other than the maker) is a permitted savings bank investment 
in Massachusetts when it is the joint and several obligation of 
three or more responsible citizens of the commonwealth, but 
the total liabilities to the banks of persons and corporations 
borrowing in this way should not exceed one per cent of the 
deposits. Similar limitations prevail in other states. 


Commercial Paper Brokers.——For more than a half-cen- 
tury there have existed in the United States certain firms 
conducting the business of selling commercial paper on a com- 
mission basis to banks and other investors in such credit obli- 
gations. These concerns generally handle the promissory 
notes of well-known business concerns, making offerings of 
the same throughout the whole country. Frequently, they 
accompany their offerings with statements showing the finan- 
cial and credit standing of the makers of the notes. The need 
for such brokers arises largely from the fact that many busi- 
ness concerns at certain seasons exhaust their lines of credit 
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with their regular banks, and are thus forced to seek pur- 
chasers of their notes elsewhere. At such times many banking 
institutions, particularly in small towns or in agricultural sec- 
tions, have idle funds seeking employment. This makes them 
willing to invest in the loans of business concerns with which 
they have no direct banking connections. The extent of the 
brokerage business in commercial paper is indicated by the 
fact that in January 1920, when a maximum point was reached, 
twenty-nine brokers reported as outstanding over $1,230,- 
000,000 of paper which they had marketed. As the average 
period of maturity of this indebtedness is not over five months, 
the annual brokerage sales of these brokers approximated 
$3,000,000,000. 

With the development of mercantile credit information 
through agencies such as Bradstreet’s and Dun’s, the broker 
has become a very considerable factor in distributing invest- 
ments in short-time commercial paper. The large brokers 
gather, in addition, credit information of their own from many 
sources which they collate and disseminate among their cus- 
tomer banks and institutions. The brokers for the protection 
of their business analyze credit information carefully, since 
to retain their clientele they must be able to pick the strength 
and weakness in any individual concern, and place the results 
honestly before the banks. They recognize, as do investment 
bankers, that they have a distinct duty to their customers to 
do all in their power through careful credit investigations, to 
protect them in the safety of the principal of their investment. 
They also, as brokers, owe a duty to borrowers to sell their 
paper at the lowest rate available in the market and according 
to the best terms obtainable. The broker, as his name signifies, 
however, acts merely as agent of the borrower. When he 
discloses the name of his principal before the completion of 


a transaction, he is not responsible for the repayment of the 
loans he negotiates. 
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Agricultural Loans and the Intermediate Credit Banks.— 
Agriculture in the United States has been financed in much 
the same way as other lines of business, but in view of the 
relatively small size of individual agricultural enterprises in 
comparison with industrial and commercial corporations, agri- 
cultural short-term paper has up to the present been marketed 
almost exclusively among local banking institutions. Within 
the last few years, and notably since the agricultural depression 
of 1920, efforts have been made toward co-operative financing 
of agriculture and a widening of the market for agricultural 
short-term credit. To further this movement, Congress en- 
acted the Agricultural Credit Act in March, 1923. This legis- 
lation provided for the establishment of twelve intermediate 
credit banks, to be located in the same cities as the twelve 
Federal Land Banks, with authority to discount or purchase 
agricultural short-term obligations from banks, financial insti- 
tutions or co-operative marketing associations. Advances may 
be made to co-operative associations directly if the notes or 
other such obligations representing such loans are amply se- 
cured by warehouse receipts covering staple products or by 
mortgages in live stock. 

The methods followed by the intermediate credit banks in 
financing the co-operative marketing associations of agricul- 
tural producers are in general similar to those of commercial 
banks. The amount advanced in relation to the value of com- 
modities forming the collateral ranges from about 40% to 75%, 
the maximum fixed by the Act. Warehouse receipts form the 
principal class of collateral accepted by these banks. The 
receipts are deposited with an approved custodian, acting in 
the interest of the creditors. Loans are for periods ranging 
from three to nine months. Provisions are made for re- 
newals when necessary, but not for purposes of speculation. 
The legal maximum period of any loan is placed at three years, 
but the Federal Farm Loan Board has made nine months as the 
longest acceptable maturity. 
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The machinery for an elaborate system of examination not 
only of the intermediate credit banks but of the banks and in- 
stitutions for which they discount or purchase loans is also 
provided for. Part of this system of examination is conducted 
by Farm Loan Board and part of the examination is under 
the supervision of the Comptroller of the Currency. 

The intermediate credit banks are empowered to issue and 
offer for sale their own notes, under regulations of the Farm 
Loan Board. These notes are secured generally by all the 
commercial paper held by the twelve banks and may run for 
any period not exceeding five years. Although these notes are 
the obligations of the intermediate credit banks that issued 
them, all of the intermediate credit banks are liable for the 
obligations of any one particular bank in the event of default. 
Most of the notes issued by the federal intermediate credit 
banks have been for a period of six months only and have 
been absorbed by the banks throughout the country which 
have in most instances held them for their own investment.* 
The same law which established the twelve intermediate credit 
banks provides also for the creation of national agricultural 
credit corporations which are privately owned corporations 
each having a capital of not less than $250,000. It also pro- 
vided that national agricultural credit corporations could be- 


come rediscount corporations when they have a capitalization 
of $1,000,000 or over. 
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CHAPTER XII 


REAL ESTATE MORTGAGES 


The Real Estate Mortgage Loan.—Loans based on the 
pledge of land as security is the oldest form of investment. 
Such loans are said to have existed in ancient Babylon, and 
they were quite common throughout the Middle Ages, during 
which time the. legal and equitable principles underlying the 
mortgage developed. On the American Continent, real estate 
mortgage loans constituted the principal field for the appli- 
cation of capital funds in colonial times, many of the large 
landholders in early days (some of whom had received land 
grants direct from the British Crown) having used this means 
of obtaining funds. The growth of cities, combined with the 
need of capital for both industrial and agricultural develop- 
ment, furnished a basis throughout the early nineteenth cen- 
tury for increasing the number of mortgages. Today, scarcely 
any large piece of urban real estate or farm property is with- 
out a mortgage. According to the United States Census, 
37-27% of the farms were mortgaged, and although no figures 
are available for urban property, there is reason for believing 
that the percentage carrying mortgages is very much greater. 
There hardly exists a large structure in any city or town that 
does not carry a first mortgage of from 40% to 75% of the 
value of the land and building. The ease in obtaining such 
loans, combined with the general stability of land values in a 


growing and progressive commonwealth, is largely responsible 
for this condition. 


Fundamental Characteristics of Real Estate Loans.— 
From an investment viewpoint, real estate loans differ from 
commercial credits in two important particulars, vis. : (1) the 
nature of the collateral, and (2) the maturity of the loan. 
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THE NATURE OF THE COLLATERAL.—Land and the struc- 
tures thereon are known in law as “‘realty” and in accounting as 
- “fixed assets.’’ The distinguishing characteristic is fixity and 
durability as contrasted with the ‘movable’ or “‘consumable’’ 
nature of other forms of physical property, which are desig- 
nated in law as “‘chattels.”” Land, accordingly, is readily identi- 
fied. It cannot be hidden or carried away, and is not subject 
to decay or pronounced physical alteration. Moreover, it has 
a universal usefulness that creates a basis of permanent value. 
For these reasons it has a relative stability of value, affording 
a basis for safety of principal. Its manifold usefulness, at the 
same time, places it within the economic concept of “capital,” 
since it is or can be made productive. It thus furnishes a basis 
for security of income. This income is commonly called 
“rent.” Altogether, therefore, land forms an ideal foundation 
for “capital credit,’ the characteristics of which have been 
already pointed out. 


Tue Maturity oF THE LoAN.—Since real estate is of a 
permanent and fixed nature, and is universally desired, loans 
based on real estate security need have no limitation as to 
maturity. Such loans may run for five months, five years or 
five hundred years. The existence of perpetual leases of real 
estate, where the owner receives periodical income in return for . 
giving possession of the property to another, is analogous to 
a real estate loan. These leases indicate that a maturity date is 
not essential in securing safety of income or of principal. The 
duration of real estate investments, accordingly, varies greatly. 
Real estate mortgage loans are granted for short periods such 
as one year or less, or for from fifty to one hundred years. 
Prevailing credit conditions or economic and industrial con- 
tingencies rather than the durable character of the collateral 
are the determining factors in the maturity of real estate loans. 


Elements of Real Estate Value.—Value in real estate is 
primarily determined by the capitalization of its present or 
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prospective net income. By this is meant that if the net in- 
come is a fixed sum, say $1,000 per year, and the rate of 
return on durable investment is 5% annually then the value 
would be twenty times the net income, or $20,000. If the 
rate of return on investment is 4% instead of 5%, then the 
value would be twenty-five times the net income, or $25,000. 
In the case of city real estate, the causes which promote the 
growth of cities in certain locations creates a demand in these 
locations for sites on which to live and transact business. Such 
advantages in location are paid for in the form of periodical 
rent. As long as there will be actual or probable income from 
this source, the real estate will have value. Lands used for 
agricultural purposes obtain their values because of the pro- 
ductivity of the soil or the economic advantages of location with 
respect to markets or transportation. A part of the profits 
derived by the user of the soil may be ascribed to its differential 
advantages over other lands. The income from these differ- 
ential advantages is technically known as “economic rent’’ or 
“pure rent.’’ When capitalized on the basis of its annual 
amount, it gives value to the land. As long as soil is capable 
of paying “rent,” therefore, agricultural land values will con- 
tinue to have value." 

An inquiry into the basis of real estate values leads first to 
consideration of the land element. Land that is useful derives 
its value not only from its differential advantages referred to 
above, but from its monopolistic character, i.e., its non-dupli- 
cability as a place where, for some reason, people want to live 
or carry on an occupation. This monopolistic quality in land 
may be very slight in places remote from population centers. 
It is more pronounced in residential sections and is greatest on 
sites suitable for merchandising, manufacturing or shipping 


. 1 The nature of land rent has been discussed for two centuries by economists 
The results of their studies have led to the generally accepted theory that pure rent 


is derived solely from differential ad 5 i H 
ata vantages possessed by certain pieces of land over 
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facilities. As a rule, the highest valued parcels of land are 
those most favorable for retail business purposes. 

Land values at the center of growing cities tend to increase 
but values in intermediate sections usually remain fixed or 
increase at a lower rate than the increase in population. In 
such locations land values may even decrease because of changes 
in the character or drift of the population. Certain favorable 
factors such as proximity to transportation lines, bridges, rail- 
road terminals, and thickly settled residential sites may operate 
in creating higher values of individual plots, whereas other 
factors, such as the presence of factories, garages, school 
houses, boarding houses or public nuisances may depreciate 
values. A further element of real estate value in addition to 
mere location is the cost, character and condition of the perma- 
nent structures and other improvements. Successful real es- 
tate investment requires a consideration of the fundamental 
characteristics of buildings and other improvements erected on 
land. These depreciate from the moment of their completion 
whereas land may or may not change in value. An increase in 
land values may be offset by a certain amount of depreciation 
of buildings, etc., but a decrease has no similar offset. Accord- 
ingly, for improved real estate to appreciate in value, the in- 
crease in land value should outrun the depreciation in the 
structures. 

A factor equally influential with depreciation on realty 
values is the suitability of the structures erected on a given 
piece of land for its most profitable use. A residence on a re- 
tail business street or in a factory area would not be the most 
economical structure for the place. Moreover, each parcel of 
land to yield its maximum return should contain a type of 
structure adapted for the most profitable usage for the site on 
which it stands. Mortgages on edifices suitable for one pur- 
pose only are in many cases scrupulously avoided by shrewd 
investors, as changes in the character of the neighborhood 
may render these structures useless for profitable purposes. 
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The Legal Aspect of Mortgages.—The legal history of 
the real estate mortgage, as already pointed out, dates back 
to Roman times. It underwent a broad development both on 
the European Continent and in Great Britain during the Middle 
Ages and emerged through numerous legal precedents and 
judicial decisions in a form adaptable to modern investment 
requirements. The term “mortgage” is derived from the Latin 
words “mortuus,” meaning dead, and “‘gage,”’ meaning a pledge. 
The derivation has no significance today, except as a reminder 
that under Roman and English law estates held under pledge 
were of two kinds: the viv vadium or living pledge, and 
the vivum mortium or “dead pledge,’ whereby the borrower 
had the privilege on a certain day. mentioned in the deed to 
repay the borrowed sum and thus regain full possession of the 
pledged property. If the borrowed sum were not paid on the 
date specified, then the borrower had no right thereafter to 
reclaim possession of the pledged property. In that event, 
to him, it would be a “dead” pledge, and hence the derivation 
of the term “mortgage.” 

Under the strict common law doctrine of mortgages, the 
conveyance of an estate by mortgage gave absolute legal title 
thereto but this ownership could be defeated ‘“‘by a condition 
subsequent,”’ 1.e., by the performance of some act by the mort- 
gagor, such as the payment of money or the like. If there was 
a failure in the performance of the required ‘condition subse- 
quent,”” or a breach in any respect in terms of the mortgage, 
the title of the mortgagee (i.¢., the holder of the mortgage) to 
the property became absolute and indefeasible, and the mort- 
gagor (1.e., he who gave the mortgage) lost all right to regain 
possession. The English courts of equity, through a long 
series of decisions dating back several centuries, modified the 
severity of the common law doctrine on the mortgage debtor. 
Instead of permitting an absolute forfeiture of the property 
because of failure to redeem the debt on the specified date, 
the present [English civil law (which has been adopted in almost 
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all the states of the Union) gives the mortgage debtor the right 
to redemption at any time prior to an actual sale of the prop- 
erty, and in certain cases, during a fixed period thereafter. In 
other words, the mortgaged property must be “foreclosed” 
under judicial proceedings, and not until after a public sale 
is effected does the debtor lose the right or privilege of re- 
deeming his property by repayment of the debt. 

It is a common practice for mortgagees to require along 
with every mortgage deed granted them a “bond” or note, 
binding the borrower to the payment of the amount of at least 
the sum advanced, but generally twice as much. In this way, 
the borrower becomes personally responsible for the debt and 
can be sued for the recovery of the sum, notwithstanding that 
he has conveyed a mortgage to the lender. Although the 
“bond” is ostensibly for the purpose of giving added security 
to the loan, the value of mortgaged property and the charac- 
ter of the pledge is the prime investment consideration. 


Real Estate Valuation.—As stated at the beginning of 
this chapter, the market value of real estate, unlike the mar- 
ket value of commodities or movable goods, is not based on 
reproductive costs, but on its earning capacity. This earning 
capacity is represented by the amount of rental paid for the 
use of the real estate. There are, as shown on the preceding 
pages, a number of factors determining the rental. The loca- 
tion of the land, the extent and condition of its improvements, 
its quantity, shape or productive qualities, and the special uses 
to which it may be reasonably applied, are but a few of the 
important determining factors. In practice, these elements 
are frequently considered in relation to the selling price of 
similar and neighboring land, for the influence of example is 
undoubtedly great in the fixing of valuation standards. But 
setting aside the special causes which make real estate valuable, 
the measure of the value is the capitalization of the net rental. 
Of course, the rental itself, as pointed out above, is condi- 
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tioned on the land having an immediate or anticipated earning 
capacity, which, when capitalized at the prevailing interest 
rate on the soundest long-term investments, is as great or 
greater than the sum paid therefor. Thus, real estate values 
are essentially investment values. The method of valuation in 
both cases is identical. 

There is, however, one important feature in the market 
valuation of real estate that is not generally present in the 
value of investments represented by credit instruments. Real 
estate is not a commodity or claim to property, currently inter- 
changeable with other commodities or with claims of the same 
kind. Each specific parcel is a unit in itself, fixed and non- 
interchangeable, and in hardly any case identically similar to 
other parcels. Consequently, applying the term “market 
value” to real estate is erroneous unless it is assumed to have 
a peculiar application differing from the common concept. 


Urban and Rural Land Values.—The permanent forces 
underlying real estate valuation differ to some extent in the 
case of urban and rural lands. In the case of urban real estate, 
the desirability or adaptability of the location as an area on 
which to live or transact business is a leading consideration of 
value. With farm lands, location may be important, but as 
previously pointed out, the fertility or productiveness of the 
soil for agricultural or mining purposes plays a leading part. 
Accordingly, farm lands continue to have value only as long 
as they yield income in agricultural use, and mineral lands 
are valuable only to the extent that they can be profitably 
mined. Urban real estate mortgages, therefore, occupy an al- 
most distinct field of investment from farm mortgages. The 
purchase of urban real estate or the securities based on urban 
land values is not the purchase of simple land areas, but the 
acquisition of rights incidental to advantageous location in 
towns and cities. A unit system of valuation based on extent 
of area is, therefore, not readily applicable to urban real es- 
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tate, as in the case of farm lands. Moreover, mathematical 
formulas for the valuation of city lots, factory or residential 
sites have been found impracticable and unadaptable to gen- 
eral and widespread use. 


Systems of Urban Real Estate Valuation.—In the estimate 
of urban real estate values for taxation and transfer purposes, 
various schemes of valuation have been formulated. These 
systems aim to establish as a basis of value a standard lot or 
land parcel of fixed dimensions and of definite situs in each 
zone or district. A standard lot, for example, may be as- 
sumed to be 25 by 100 feet and occupying a relatively fixed 
location with reference to the block or zone wherein it is 
situated. The value of lots or parcels which vary from these 
standard dimensions or which have more or less advantage 
with respect to shape and to location within the block are com- 
puted in percentages of the value of the standard lot. The 
range of values is made to conform to a graduated scale. The 
Somers system as originally applied in Cleveland, Ohio, had 
the basic unit of 1-foot frontage and 100-feet depth. The 
William E. Davis standard lot is 25 by 100 feet. An example 
of a scale of value for lots varying from the standard (as used 
in the Somers method) is as follows: 


CuRVE OF VALUE 


Unit of Value 


Any lot of a foot strip Teli LOOM tae" 100% 
Per cent of Per Cent of 
Depth of Lot Unit Value Depth of Lot Unit Value 

I 3.10 80 90.90 

10 25.00 go 95.60 

20 41.00 100 160.00 

30 54.00 150 115.00 

40 64.00 200 122.00 

50 72.00 250 126.05 

60 79.50 500 137.85 


70 85.60 700 142.35 


138 COMMERCIAL AND REAL ESTATE LOANS petit 


Certain multiples are added to the scale, as illustrated 
above, to aliuw for the higher values of “key” lots or corner 
lots, and adjustments are also made in instances of irregularly 
shaped lots. 

Two serious objections may be advanced against the unit 
system of realty valuation. The first is that a value must 
be calculated for the standard lot. This necessitates the appli- 
cation of an “opinion method.” Under the so-called Somers 
system, the assumed value was based on the testimony of local 
real estate experts. By this application of the “‘opinion 
method” a so-called “community valuation” was established. 
Under the William E. Davis system, the value of the standard 
lot is computed by the “sales method,” 7.e., from a computed 
average of actual transfers in a given locality. In view of 
the constant change in city realty values, these tests are of 
little practical utility unless new calculations of the standard 
lot values are constantly made. 

Another defect in the “unit method” of urban realty valua- 
tion is that it fails to make allowance for “plottage,” i.e., 
special adaptation of a lot to a specific use. Thus, plottage is 
the added percentage to aggregate value of two or more con- 
tiguous lots held in one ownership and attaches when vacant 
or when covered by a single structure, or it represents the in- 
creased value pertaining to a group of lots by reason of the 
fact that they admit of more advantageous disposition and use 
than a single lot. Thus, “plottage’ is an important element 
in the valuation of urban real estate. It has already received 
recognition in the appraisal of building sites in public condem- 
nation proceedings and in the valuation of property for 
taxation purposes. 

A method of real estate valuation which has gained wide- 
spread favor is known as the “sales method.’ This has been 
pa De opally in valuation for taxation purposes where 
“true value” is sought for assessment purposes. Briefly de- 
scribed, the “sales method" is the systematic collection and 
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comparison of data relating to real estate transfers for the pur- 
pose of estimating the so-called ‘true market” realty values. 
It consists of a study of the transfers of neighboring property 
having characteristics similar to the land whose value is to be 
determined. Two interpretations of the ‘sales method’ have 
been commonly employed. In one of these the area and con- 
sideration in each sale of similarly situated land is found, and 
the average unit price (per square foot, per lot, per acre, 
etc.) is ascertained. This unit price is applied to the lot under 
investigation. 

The other application introduces what is believed to be an 
additional safeguard, consisting of the use of the average as- 
sessed value for taxation purposes of adjacent or similarly 
situated lands. Accordingly, under this method each sale of 
real estate is shown under two valuations, (1) the selling 
price, and (2) the assessed value. An average ratio of selling 
price to assessed value for all land in a district is then com- 
puted, and this ratio is applied to the assessed value of the lot 
undergoing appraisement. Thus, if a plot is assessed at 
$10,000, and the average ratio of assessed value to the actual 
(sales) value in the district is 60%, the land would be said to 
have a market value of $16,666.66. This method, though 
useful in checking values for real estate taxation purposes, 
gives little aid in actual realty appraisals as a basis of mortgage 
security. 

A serious criticism of the “sales method” is that it in- 
volves a selective or “sampling” process. The validity of 
sampling depends not only on the fairness with which the 
samples are selected but also upon the volume of the sampling 
with reference to the total mass of data under investigation. 
In other words, the “fairly selected samples” must be sufficient 
in number to equalize or neutralize individual peculiarities or 
discrepancies. From investigations thus far made under the 
“sales method” the inadequacy of the data is frequently ap- 
parent. This was pointed out by the Committee on Valuation 
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of the National Association of Railway Commissioners some 
years ago. ‘The cause lies not only in the scarcity of deeds 
showing actual cash consideration, but also in the limitations 
in the selection of bona fide sales. According to Professor 
T. S. Adams—the well-known tax expert, who is a strong 
advocate of the ‘“‘sales method’’—a real estate transfer, to 
pass as a “good sale,’ must have the following qualifications : 
(1) a full title must be passed; (2) the conditions of the sale 
must not be abnormal (hence, sales to railroads, to municipali- 
ties, etc., are not included); (3) the complete or net price 
should be stated in money or in terms easily and safely con- 
vertible into money; (4) the assessment (on which the ratio 
of sales price to assessment value is based) should apply to 
precisely the same property as sold. 

Obviously, it is difficult to find any considerable portion of 
actual real estate transfers which are not defective in one or 
more of these qualifications. Even in instances where no effort 
is made to conceal the amount of the consideration, the condi- 
tions under which sales are made frequently render them 
abnormal. The courts have defined ‘‘market value’’ as being 
the fair value as between one who wants to purchase and one 
who wants to sell, not what could be obtained for the property 
under peculiar circumstances. Few actual real estate sales are 
transacted under all the above “‘fair value’? conditions. Indeed, 
it is rarely that the relative positions of purchaser and vendor 
in real estate transactions are equally balanced. Accordingly, 
the use of “sample sales” of similar real estate as a sole basis 
of appraisal requires considerable caution. It should be 
| checked in all cases by the opinion of real estate experts and 


by investigation of the actual or prospective net income of the 
property. 


The Valuation of Farm Lands.—As pointed out in a 


previous paragraph, farm land values are more simply deter- 


mined than real estate values. Moreover, the value of farm 
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lands, if the fertility of the soil is properly maintained, is not 
so much subject to sudden changes in market value through 
accidental circumstances as city and town property. It is 
probably for these reasons that scientific methods for the valu- 
ing of farm property have not been given much attention. Yet, 
there is invested in American farm mortgages an aggregate 
sum estimated between eight and ten billions of dollars, or 
fully as much as represented by the securities of the states 
and their municipalities and other political subdivisions. Hav- 
ing this large sum in view, the importance of the application 
of proper principles to farm land valuation for mortgage pur- 
poses becomes ‘apparent. 

Many of the considerations already discussed with refer- 
ence to land valuation in the previous pages applies with full 
force to appraisement of farm lands, but as the soil of agricul- 
tural lands is used for productive purposes and not merely as 
a situs, disparity in values of contiguous and neighboring 
lands are likely to be more pronounced than in the case of 
urban realty. Hence, the “unit system’ of valuation, except 
in areas where fertility and productivity, as well as other 
economic advantages, are generally uniform for all parcels, is 
not so appropriate. 

Briefly, the elements entering into the appraisement of 
individual parcels of agricultural lands, in the order of their 
importance, are: soil fertility, location, climate, elevation, 
contour, accessibility, available transportation facilities, and 
taxation. Special adaptability of the land to the growth of 
certain products may be also mentioned, but this factor itself 
is generally dependent on one or more of those stated above.” 
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REAL ESTATE AND FARM LAND LOANS 


The Value Margin of the Loan.—In practically all real 
estate loans the amount advanced with real estate as mortgage 
security is considerably below the actual or appraised value of 
the real estate. No fixed margin can be made to apply to all 
plots or all loan transactions. Many investors or mortgage 
loan dealers limit the amount of the loans to 50% or less of the 
value placed upon the mortgaged real estate. In certain cities, 
where values are considered to have a high degree of per- 
manency, loans are frequently made up to 75% of the ap- 
praised value. Savings banks and trustees in New York and 
other states are limited by law in making loans to 60% of the 
appraised valuation. These limitations are for the purpose of 
insuring a margin of safety sufficient to cover certain elements 
of risk. 


Risks.—The chief elements of risk in real estate mortgage 
investments, as stated by George A. Hurd,’ are as follows: 


1. Errors in judgment in valuing property. 

2. The lowering of real estate values by general commercial 
and financial depressions. 

3. Loss of value by changes in the internal structure of 
cities. 

4. Depreciation of buildings. 

5. Accumulations of delinquent interest, taxes and costs 
during foreclosure. 

6. Loss of value through disposing of property at forced 
sale. 


1 “Real Estate Bonds as an Investment Security,” published in the Annals of the 
American Academy of Politicai Science, 1910. 
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To the foregoing should be added another important element 
of risk, wig., increase in taxation rates. 

Errors in judgment in appraising the value of property 
have already been covered in the preceding chapter so that 
further discussion is not called for here. 

The lowering of real estate values because of commercial 
or financial depressions, though undoubtedly ever present, iS 
a matter which cannot be foreseen or even predicted with any 
high degree of certainty. This element of risk, moreover, is 
confined mainly to long-term mortgage loans, 1.e., loans cover- 
ing from five years or upward. Shrinkages in value of real 
estate, particularly when due to temporary depression in busi- 
ness, are not of a permanent nature, and with the exception of 
unusual cases, do not disturb the mortgage security. More- 
over, the effect is not uniform on all classes of property, or on 
the same class of property in different localities. Thus, resi- 
dence or business property may feel the effect very slightly 
whereas factory and industrial sites may suffer during financial 
panics severe diminution in market values. 

Property values are also affected differently by changes in 
the gross rentals. Where the fixed expenses of operating the 
property are heavy in comparison with the gross income a re- 
duction in rentals may cause serious impairment or elimina- 
tion of the net income, but where the expenses of maintaining 
or operating the property are light, the effect on the net return 
of reduced rentals, though substantial, may not greatly impair 
the value of the property. 

This is readily shown by comparing a modern office build- 
ing, the fixed expenses of which amount normally to about 
50% of gross rentals (these expenses including taxes, in- 
surance, heat, light, elevator service, janitor service, and 
the like) with a loft building of moderate height on which 
the owner bears no expenses except taxes and insurance. If 


we assume a drop of 30% in gross rentals the decrease in the 


net income of the office building will be 60%, while in a similar 
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decline in the net income of the loft or factory building, the 
fixed charges of which are but 15%, would amount to only 
about 35%. Since realty values are based on net rentals, 
property that is less expensive to operate offers grounds for 
greater stability, other things being equal, than property which 
is more expensive to operate. Careful lenders should there- 
fore exercise the utmost caution in loaning on large buildings, 
particularly hotels and apartments, the expenses of which are 
heavy. 

Reduction in market value through changes in population 
drift or in the popularity of residence and business sites is a 
risk which is present in almost all classes of real estate loans. 
In cities and towns there is an almost constant drift of popu- 
lation toward new or more desirable sections, causing corre- 
sponding changes in the location of business and residential 
areas. In the course of this movement, rental values change, 
due to the fact that locations which possess the most profitable 
use become available only for purposes of less profitable use. 
Thus, retail business sections may be given over to wholesale 
districts, and the latter in turn, may become desirable only as 
manufacturing and industrial sites. As regards wholesale and 
factory districts, the chief danger to be guarded against arises 
through changes in the location of transportation terminals. 
The natural tendency of property used for industrial purposes 
is to place itself between its transportation facilities and the 
best retail business district, so that it may at the same time be 
able to handle its goods cheaply and yet be in a location con- 
venient for its customers. Where cities originally developed 
because of river transportation, the predominance of railroads 
in later years has in many instances withdrawn business from 
along river fronts to locations near railroad terminals, result- 
ing in corresponding decreases of property values near the 
wharves. 

Residence property values are affected differently than 
business property, since social rather than economic factors 
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dominate in the making of desirable residence locations. How- 
ever, transportation facilities are frequently as important 
factors in determining the value of residences as in the case of 
business or industrial sites. The presence of parks, recrea- 
tion centers, clubs, hotels, theaters and the like, as well as 
special advantages for sanitation, science and other con- 
yeniences, all play an important part in creating or enhancing 
real estate values as home sites. As.pointed out by Mr. Hurd— 
“Well developed residence districts at a distance from the 
center of a city have an element of stability in the fact that 
they are less likely than those closer to the business center to 
be injured by the encroachment of nuisances.’”’* However, 
since the use of land sites for certain business purposes, such as 
retail stores, may be more profitable (i.e., more income-produc- 
ing) than for residence purposes, the proximity to a commercial 
center may result in enhancing rather than depressing values. 
This is noticeable in the city of New York, where the finest 
residence streets have been given over to retail stores with re- 
sulting higher realty values. 

Progressive or rapid depreciation of buildings is an ele- 
ment to be guarded against in many mortgage loans, particu- 
larly those extending over periods of years. Losses arising 
from depreciation vary with different types of structures. In 
the highest type of fireproof construction, the rate of deprecia- 
tion due to ordinary wear and tear may be under 1% annually, 
but may exceed 5% in the case of frame structures. The most 
serious form of depreciation affecting values, however, is not 
caused by physical deterioration of structures, but by changes 
in type of architecture or in construction methods. When the 
supply of buildings is more than adequate to meet the general 
demand, tenants naturally select those having the most im- 
proved type of construction and possessing the largest num- 
ber of conveniences. Consequently, obsolete structures or old- 


21n the term “nuisances” may be included buildings for every kind of utility 

except residence, since homogeneity is necessary to the maintenance of value in a 
residence district. (Hurd, Real Estate Bonds as an Investment Security, page 172.) 
S - 
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fashioned types, in order to attract tenants, must be offered at 
lower rentals. The usual result is a relative loss in market 
value of this real estate.* 

Accumulations of costs during foreclosure proceedings, in- 
cluding the legal period of redemption, may, in some instances, 
mount to considerable sums. These accumulations comprise 
accruals of interest and taxes, court costs, fees, commissions 
and current upkeep costs. These expenses are greatest in the 
case of small mortgages in states in which foreclosure and 
redemption laws favor the debtor. Several western states 
grant mortgagors a considerable period after judgment of fore- 
closure has been announced by the courts, during which the 
property may be redeemed by payment of the amount of judg- 
ment with interest. This provision is a relic of the British 
theory of the equitable mortgage, discussed on page 134. The 
period of grace ranges from nine months in Nebraska to two 
years in Alabama. Although applying to urban as well as 
rural property, the primary purpose of the redemption laws in 
the western states has been to save farmers against the loss 
of their mortgaged lands by reason of a crop failure or other 
temporary misfortunes. 

The fact that mortgaged property even after foreclosure 
judgment may be recovered by the owner, either because of a 
legal period allowed for redemption, or through defect in the 
foreclosure proceedings, is one of the causes for loss in value 
of property sold “under the hammer.’’ Foreclosure sales of 
real estate generally attract so few buyers that it has become a 
general custom in the United States for mortgagees to “buy 
in” the properties on which they have judgment of foreclosure. 
In this way, they are enabled to obtain legal title, so the prop- 
erty may be sold later under more advantageous circumstances 
than under a forced sale. Only by this means, in many in- 
stances, have owners of real estate mortgages been able to 


3 Occasionally, buildings become so obsolete as to cause a loss (known as ‘‘nuisance 
value’) to the land site. 
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protect themselves against impairment of principal in fore- 
closure proceedings. 


Effect of Higher Tax Rates.—It has already been shown 
in previous pages that investments subject to taxation de- 
prives the investment of the desirable element, “safety of in- 
come.’”’ The safety of principal may be also impaired because 
the market value of investments, like the value of real estate, 
is determined by the capitalization of the periodical net income 
to be derived therefrom. The effect of the tax in altering 
values is particularly marked when the changes in the rate are 
not generally applied. In other words, real estate subjected 
to higher tax rates in one city as compared with another, or in 
one district compared with another, other things being equal, 
will have lower market values than where the tax rate is lower. 
Theoretically it may be assumed that every real estate pur- 
chaser discounts future taxes, at the established rate in the price 
he pays for the land. Accordingly, should the tax assessment 
be increased for any reason except because of corresponding 
advance in the value of the land, the market value will be 
lower in proportion to the capitalized value of the tax. Thus, 
if the gross rental from a piece of real estate which cost 
$10,000 is $1,500, or 15% annually, of which the taxes con- 
sumed $500, or 5%, an increase in the tax to $1,000 annually, 
if not compensated by increased rentals, would mean a lower- 
ing of the value of the property to $5,000. The net rental of 
$1,000 annually (exclusive of the tax) with the value at 
$10,000, would indicate that the capitalized value was on the 
basis of 10% income per annum. To retain this rate of in- 
come with the tax doubled, i.e., increased from $500 to $1,000 
annually, would mean a value to the taxed property of but 
$5,000, since the net income to the purchaser or owner would 


be but $500. 


The Marketing of Real Estate Mortgages.—Real estate 
mortgages, unlike most commercial paper, are not negotiable 
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instruments. Hence, there are limitations on their marketable 
qualities which do not apply to the general run of business ob- 
ligations. Moreover, each separate real estate mortgage has 
an individuality that does not make them interchangeable 
units. They differ individually as to property security, as to 
amount (denomination) and maturity date. It is for these 
reasons that the marketing of-real estate mortgages has been, 
and still is, in a large measure, a matter of local and individual 
transactions, where the parties to the transactions are known to 
each other. In this respect, the negotiation of real estate 
mortgages is essentially the same as the purchase or sale of 
real estate. In both cases, the passing of title to the property 
requires a legal acknowledgment, which must be filed for public 
record. In addition, specific arrangements are required in each 
individual negotiation covering matters of assignment of in- 
surance, repairs and maintenance, payment of taxes and the 
like. All these matters have stamped real estate mortgages 
as investments lacking the quality of ready marketability. 

In order to overcome the investment disadvantages arising 
from lack of “liquidity” * or marketability, there have arisen in 
recent years large real estate mortgage and trust companies 
which lend money on bond and mortgage on one or more indi- 
vidual parcels of property and issue their certificates secured by 
ownership of the mortgages, thus giving the holders of the 
“participation certificates” an equity in the mortgage propor- 
tionately as the amount of the certificates held bears to the 
amount of the mortgages securing the certificates. In other 
words, a mortgage company, let us assume, lends $50,000 on 
property, and after depositing the mortgage and other papers 
in a trust company (or in the trust department of the mortgage 
company, if such exists) it will sell to investors certificates 
representing shares in the mortgage to the amount of their 
respective purchases. In some cases, the mortgage company 


4 Liquidity is a term now commonly used to indicate any asset or commodity 
that can be immediately or within a reasonable time converted into cash by sale or 
redemption. 
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guarantees the payment of interest and principal. In return 
for the guaranty, the mortgage company usually charges a 
premium, represented by a certain income for themselves. For 
example, if the company receives 6% annually on the mortgage, 
they sell the certificates to investors at a price that will yield 
them an income return of 514%, taking the remaining YG 
as a return for their guarantee and other services they render 
to the purchaser of the certificates. These certificates, when 
bearing a guaranty, are commonly known as real estate bonds, 
though the term “real estate’? attached to bonds, as shall be 
pointed out later, is also applied to the obligations of banks 
or concerns which deal in real estate or real estate mortgages. 
These bonds, in some instances, are not a direct or collateral 
lien on specific parcels of real estate. 

Real estate participation certificates, in addition to their 
better marketability, have another important investment ad- 
vantage over the individual mortgage. A single real estate 
mortgage can be for any amount, say, from $100, to $10,000,- 
000 or more. There may be relatively few individuals that 
would be willing or able to furnish funds equal to the exact 
amount of the mortgage. The mortgage companies, however, 
in taking over a single large mortgage, can issue participation 
certificates against such mortgage in round amounts, such as 
$100, $1,000, or $10,000. They accordingly give to the real 
estate mortgage the marketable quality of “acceptable denom- 
ination,’ which tends to afford to them a wide distribution 
among investors. By means of these participation certificates 
and by the sale of bonds secured by real estate collateral, in- 
dividual investors are enabled to place their funds in real 
estate loans,—a form of investment that retains its popularity 
notwithstanding the broadening of the gener 


al investment field 
during the last quarter century or more.® 


5 Owing to the high income surtaxes j 
S > mposed_ b 
and the states many wealthy individuals, y both the federal government 


who formerly purchased r iti 
ae ae 2 E eal estate securities 
have been led away from this investment into others that are exempted f | 
taxes. ? p rom such 
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Real Estate Mortgages as Investments for Commercial 
Banks.—As already pointed out, commercial banks are pri- 
marily interested in short-term or commodity credits, and ac- 
cordingly, are limited in their purchases of real estate mort- 
gages, which are essentially long-term or capital credits. It 
is largely because of this reason that prior to the passage of 
the Federal Reserve Act, national banks were not permitted to 
make loans on real estate security. Although this prohibition 
could be evaded in various ways, it was nevertheless effective 
in keeping national banks from the real estate mortgage mar- 
kets. Several of the states, mostly those in the eastern section 
of the country, also prohibited commercial banks organized 
under their respective laws from making real estate loans. 
Even in such states that permitted commercial banks to invest 
in real estate mortgages the business, except in the rural dis- 
tricts, was on a restricted scale because of the difficulties in 
liquidating real estate mortgages held as banking assets. 

With the passage of the Federal Reserve Act in 1913, 
national banks (except those located in central reserve cities) 
were permitted under certain restrictions to invest in real es- 
tate loans. Thus, loans can be made on urban real estate if the 
maturity does not exceed one year. On farm land loans the 
period is limited to five years. The aggregate of such invest- 
ments held by any national bank at any time is not to exceed 
one-third of its time deposits or one-fourth of its capital and 
surplus, whichever limit the bank may elect to observe. These 
limitations prevent the national banks from becoming a factor 
in the mortgage market. In states or in localities where 
specialized banking institutions for granting real estate loans, 
such as savings banks and trust companies, are few or entirely 
absent, there is strong pressure to have the limitations on na- 
tional banks removed. Several western states grant almost 
a free hand to banks in the matter of making real estate loans. 
In Connecticut also, a state bank may loan on real estate as 
much as it pleases and regardless of prior liens. The only re- 
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striction is that set up by the bank’s officers. In Minnesota, 
on the other hand, where the need for real estate loans in rural 
communities must be far greater and where there are only 
one-tenth as many savings banks as in Connecticut, a com- 
mercial bank can loan on real estate no more than 25% of 
its capital and surplus regardless of the amount of its deposits. 
In Pennsylvania, a state bank may loan on first mortgages on 
real estate up to the total amount of its time deposits plus 257% 
of its capital and surplus and undivided profits, while in New 
York, a next door neighbor of Pennsylvania, where business 
and social conditions are essentially the same, a commercial 
bank chartered under state law may not lend directly upon real 
estate at all. In Missouri, a state with widely diversified inter- 
ests, state commercial banks are permitted to loan as much 
as they please upon first mortgage security ; whereas in Georgia, 
a state of equally diversified interests, 25% of capital and sur- 
plus is the limit, but the commercial banks are distinctly dis- 
couraged from making of any such loans. Selecting one more 
out of many similar contrasts, the State of Wisconsin pro- 
hibits any state bank from making loans secured by mort- 
gages on property outside of the state or adjoining states, 
whereas in Rhode Island the law permits trust companies to 
loan not exceeding 70% of their savings deposits on real estate 
security, but provides that not more than 30% of this au- 
thorized amount shall be on Rhode Island real estate. 


Savings Banks as a Market for Real Estate Mortgages.— 
In practically all states of the Union, savings banks, whether 
corporations or mutual associations, are permitted to invest 
in real estate mortgages. In several of the eastern states, 
these institutions constitute the most important purchasers of 
these investments. The savings banks of New York State 
alone, December 31, 1924, had 55.28% of their assets in real 
estate mortgages, and those of Massachusetts and Connecticut, 
51.08% and 48.6% respectively. In each of these states, the 
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real estate mortgage investments of the savings banks are 


regulated by statute. In New York the savings banks may 
invest— 


In bonds and mortgages on unincumbered real property situated 
in this State, to the extent of 60% of the appraised value thereof. 
Not more than 70% of the whole amount of deposits and guaranty 
fund shall be so loaned or invested. If the loan is on unimproved 
and unproductive real property, the amount loaned thereon shall 
not be more than 40% of its appraised value. No investment in 
any bonds and mortgages shall be made by any savings bank 
except upon the report of a committee of its trustees charged with 
the duty of investigating the same, who shall certify to the value 
of the premises mortgaged or to be mortgaged, according to their 
judgment, and such report shall be filed and preserved among the 
records of the corporation. For the purposes of this subdivision 
real property on which there is a building in process of construc- 
tion, which when completed will constitute a permanent improve- 
ment, shall be considered improved and productive real property. 


Massachusetts has essentially the same savings bank restric- 
tions on investments in real estate loans as New York, but in 
New Jersey the regulations are slightly different. The savings 
banks in New Jersey may invest— 


In bonds secured by mortgages which shail be a first lien on 
real estate situate in this State, and worth at least double the 
amount loaned thereon, but not to exceed 80% of the whole de- 
posits shall be so loaned or invested; but in case the loan is on 
unimproved or unproductive real estate, the amount loaned thereon 
shall not be more than 30% of its actual value; and no investment 
in any bond and mortgage shall be made by any savings bank, 
except upon the report of a committee of at least three of the man- 
agers, and two members of which committee shall certify in writing 
to the value of the premises mortgaged, or to be mortgaged, 
according to their best judgment; such report shall be filed and 
preserved among the records of the bank. 


Insurance Companies’ Investments in Real Estate Mort- 


gages.—Real estate and farm mortgages have for a number 


® As a rule, trust funds may be invested in real estate mortgages that are legal 
for investment by savings banks. 
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of years comprised a large part of the investment holdings of 
insurance companies in the United States. Especially in the 
case of the large life insurance companies, which are not re- 
quired to have their investments readily convertible into cash, 
long-term mortgage loans have proven a safe and, at the same 
time, a lucrative form of investment. Thus, according to 
figures published by the Association of Life Insurance Presi- 
dents, of $8,805,015,311 of assets of these companies on De- 
cember 31, 1924, $3,343,672,100 or 37.97% were represented 
by mortgages. Farm land loans form a considerable part of 
this vast sum, the aggregate of the life insurance companies 
on December 31, 1923, being estimated at $1,680,891,000.' 
Much of this represents direct loans made to land owners, 
but the bulk has been obtained through the purchase of mort- 
gages from banks, brokers and loan companies. Trust com- 
panies, many of which do a large real estate loan business, 
hold these investments both for permanent investment and 
for sale or barter. 


National Mortgage Banks.—Although the development of 
the mortgage trust companies and farm land banks in the 
United States is comparatively recent, institutions of a similar 
character have existed in Europe for more than a century. 
The first modern mortgage bank, “Die Schlesishe Landschaft,” 
was formed by the land owning nobles of the Province of 
Silesia in Germany in 1770, through the financial assistance 
of Frederick the Great. This institution, like many since 
created, was a mutual association of borrowers and lenders, 
but in course of time corporations or joint stock companies 
were also organized to conduct the mortgage loan business both 
in Europe and in the United States. A still further develop- 
ment has been the establishment of large central mortgage 
banks in many of the leading countries conducted as area 
ment enterprises or under government auspices. It is these 
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banks which furnished the plan of organization for our own 
Federal Farm Loan System. The leading European and 
South American mortgage banks, however, unlike the federal 
farm loan banks, are not limited in their operations to agri- 
cultural loans. They make loans on urban as well as rural 
real estate. 

The “Credit Foncier’ (mortgage bank) of France, 
founded in 1852, is the largest and best known of national 
mortgage banks. It was originally founded to remedy an 
agricultural crisis in France, so that its first operations were 
restricted to farm loans. Later activities, however, extended 
to loans on urban real estate, and to the purchase of municipal 
obligations created for public improvements. Of total loans 
aggregating $2,321,000,000 in the period between 1853 and 
1914, 47% was on urban property and 41% went directly 
to municipalities. Thus, only 12% of the amount went into 
agricultural loans. 

The capital of the Credit Foncier is obtained chiefly through 
public sale of its obligations. These usually bear a lower inter- 
est rate than charged borrowers by the bank. The bonds of 
the Credit Foncier are among the most popular investments 
of the French people. They are chiefly issued in series, and 
are payable by periodical drawings. Most of the issues have 
a lottery feature. Several are specifically secured by pledged 
mortgages to an amount not less than the principal amount 
of the bank’s bonds. 

National mortgage banks similar to the Credit Foncier 
have existed for some time in the Scandinavian countries, in 
Spain, Argentina, Uruguay, Brazil, Chile, Cuba and in Japan. 
In Argentina, the government conducts the bank and guaran- 
tees the payment of interest and principal on its obligations 
known as “‘cedulas.”’ These, together with the cedulas of the 
Mortgages Bank of Chile, have been marketed in the leading 
European countries. Norway also has a government owned 
mortgage bank, a part of whose obligations bear a govern- 
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ment guaranty of interest and principal. The obligations of 
the national mortgage banks in Europe and other countries 
should be distinguished from similar securities issued by 
private mutual associations or joint stock banks which also 
invest in urban and rural land mortgages. 


The Federal Farm Loan System.—With the establishment 
of the federal farm land banks by the Federal Farm Loan 
Act in 1916 investment securities based upon rural mortgages 
have been developed as an improvement over individual farm 
mortgage loans. The Act provided for two classes of mort- 
gage banks: (1) the twelve regional federal farm loan banks, 
each restricted in its operations to designated territory, and 
organized on a plan similar to the federal reserve banks, and 
(2) private or joint stock banks each operating in not more 
than two contiguous states. The federal farm loan banks 
do not deal directly with borrowers, but with their respective 
local mutual farm land associations which, under the terms 
of the Act, become shareholders of the federal land banks in 
proportion to the amount of their borrowings. The farm loan 
associations are comprised of groups of local borrowers. They 
are granted charters by the Federal Farm Loan Board (the 
government agency which supervises the Federal Farm Loan 
System) on the recommendation of the federal bank operating 
in the territory in which the association is located. Loans 
granted to the associations also must be approved by the 
Federal Farm Loan Board, and must be secured by approved 
mortgages on farms located within the section allotted to the 
association. In borrowing through a farm loan association, 
the farmer subscribes simultaneously for stock in the associa- 
tion. The association, in turn, subscribes for an equal amount 
of the federal land bank stock. The value of a share of capital 
stock of each association is $5, but the holders are additionally 
liable to the par amount of his shares, “equally and ratably, and 
not one for another, for all contracts, debts and engagements 
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of the association.” As the subscription to the stock amounts 
to 5% of the loan, each $100 of loans granted adds $5 to 
the capital of the local association and to the farm land bank. 
The federal land bank pays dividends on its shares held by the 
local associations, who in turn may distribute the amount 
ratably to its members. When a member’s loan is paid off, the 
face value of his shares is paid over to him and he ceases to 
be a member of the association, if there are no other loans 
against him outstanding. 


The Joint-Stock Land Banks.—To avoid objection to the 
“mutual” idea and the “red tape” involved in borrowing from 
the federal land banks Congress was led to make provision in 
the Federal Farm Loan Act for joint-stock land banks. These 
banks are authorized to lend directly to farmers under the 
same regulations as imposed on the federal land banks. Like 
the latter, they are under the jurisdiction and control of the 
Federal Farm Loan Board, from whom they receive their 
charters. They are, however, operated for profit and not for 
the mutual benefit of the borrowers. 

Both the joint-stock banks and the federal land banks issue 
obligations secured in equal amount by pledge of their mort- 
gages. In both cases the collateral is deposited with the Fed- 
eral Farm Loan Board, which first approves such collateral and 
also authenticates the banks’ own obligations. Each of the 
twelve federal land banks is jointly responsible with the others 
for the payment of principal and interest of the outstanding 
obligations of any one of their number, but the liability of the 
joint-stock bank bonds is individual, as each of these operates 
independently of the others. 

The joint-stock land banks, like the federal land banks, 
cannot lend more than 50% of the appraised value of the mort- 
gaged land, and not more than 20% of the permanent improve- 
ments. The rate of interest charged borrowers cannot exceed 
more than 1% the rate on the bonds currently issued by the 
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banks, but in no case can the rate on mortgage loans exceed 
6%. This means that the maximum interest rate on joint- 
stock and federal land bank bonds is 5%. Loans made by the 
banks are repayable by amortization, that is, the principal is 
payable in instalments along with the accrued interest. The 
bonds of the banks, however, have a fixed maturity date, with 
an optional date of redemption before maturity. They are 
issued to mature in thirty years, but may be recalled and re- 
funded after five years from issue date. 

The bonds of the federal farm loan and the joint-stock 
land banks are not analogous to the participation certificates 
issued by trust companies and discussed on page 149. 
Although secured by mortgages, they are not mortgage bonds, 
since the owners of the bonds have no specific lien on single 
parcels of real estate. Their claim is upon the assets of the 
banks, of which the mortgages held have been segregated and 
deposited in trust for their benefit. As stated above, the mort- 
gages are held by a custodian, under the auspices of the Fed- 
eral Farm Loan Board at Washington, which issues and au- 
thenticates the bonds of both the federal farm loan and the 
joint-stock banks. The bonds are accordingly regarded as 
“instrumentalities of the United States,” and, as such, are 
exempt from state and local taxes. They have been exempted 
from federal income taxes by Act of Congress, and the exemp- 
tion upheld as constitutional by the United States Supreme 
Court. 


Conclusion as to Mortgages.—No one can gainsay the 
popularity of the mortgage as an investment. It has stood 
the test of ages. Its value and safety are traditional. For 
hundreds of years, the best and most popular local investment 
has been real estate and the mortgages thereon. The legal 
development of the mortgage is one of the interesting fea- 
tures of English law. The insurance companies for more than 
a century have favored this type of investment. The great 
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mutual savings banks of this country depend upon them to 
keep their earnings balanced. The laws regulating the invest- 
ment of savings deposits are an indication of the public con- 
fidence reposed in mortgages as a class of safe investments, 
and, as a result, approximately one-half of the savings banks 
deposits in the United States are invested in real estate mort- 
gages. The popularity of real estate mortgages as investments, 
however, should not cause a lack of caution or a reckless pur- 
chase of such securities. Mortgages vary in quality and in 
kind like other types of investment offerings. There are very 
real dangers and a high element of risk in the disreputable 
grades of real estate mortgages and particularly the so-called 
“participation certificates” that are marketed with large profit 
by concerns of questionable character and financial standing. 
Instances of gigantic failures of such concerns, with serious 
losses to many small investors are not lacking. More than 
a decade ago, the American Real Estate Company floundered 
after having distributed its obligations widely throughout the 
land, and more recently the Cleveland Discount Company, a 
concern of similar type went into bankruptcy, leaving little 
equity in assets to its bondholders. 
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Part IIJ—Civil Loans 


CHEETER XIV. 


NATIONAL GOVERNMENT BONDS 


LEGAL AND ECONOMIC CONSIDERATIONS 


Classes of Government Obligations.—In the preceding 
pages it was pointed out that from the standpoint of the char- 
acter of the debtor there are two general classes of investment 
bonds; one consisting of government bonds and the securities 
of political subdivisions, which are known as civil loans, and 
the other consisting of the bonds of business organizations. 
Before considering the principal and largest class of civil loans, 
namely, national government bonds, it is proposed here to 
discuss briefly a general classification of civil loans, as outlined 
in Figure 2. 

Government obligations may be classified into two cate- 
gories: (1) those issued by sovereign powers, and (2) those 
issued by political subdivisions or agencies of sovereign powers. 

A sovereign power is usually defined as a government 
which is not subject to, nor recognizes, a higher govern- 
mental authority. In the words of Professor Willoughby, it 
“is the judge of its own competence.” * For this reason, 
sovereignty is regarded as indivisible and absolute. A logical 
deduction from this definition is that a sovereign power, with- 
out its own consent, submits to no authority, except by force. 
It therefore, without its own consent, cannot be sued “in 
personam,” although suits “in rem’’ (1.e., against property) 
may be permitted against a government in a court not subject 
to its sovereignty. Thus, a suit may be brought in a United 


1W. W. Willoughby, The Nature of the State. 
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States court against a foreign government, but a judgment of 
the court can only apply to attachments against property 
within the jurisdiction of the court. It will not extend to 
persons or property in a foreign jurisdiction. 


Classification of Government Obligations in 
Accordance with the Political Character of the Obligor. 


(1) SovEREIGN oR QUASI- 


State Governments 
SOVEREIGN POWERS 


{state Governments 
Self-Governing Dominions 


Cities, towns, villages, etc. 


Public Corporations ~ Special districts 
Counties (chartered) 


Quasi-public Cor- Counties (unchartered) 


(2) NOoN-SOVEREIGN porations Dounchine 


Thchariered Improvement districts 
(No legal status) Special assessment districts 


Independent state commissions 


FIGURE 2. 


Since sovereignty is indivisible, and a sovereign or national 
government cannot be sued in courts created by itself without 
its own consent, the credit of sovereign nations is funda- 
mentally and exclusively based upon faith. In other words, 
national credit is founded on confidence in the integrity of the 
debtor government. If there are exceptions to this rule, it is 
because there exists in connection with the creation and en- 
forcement of the obligation, a condition impairing sovereignty, 
such as the availability of military force or the physical con- 
trol of assets or revenues of the debtor nation by the creditors. 
Customs lien bonds, like those of China, San Domingo and 
Greece, come within the class of national government obliga- 
tions, wherein the debtor voluntarily or otherwise submits to 


an impairment of its sovereignty for the better security of its 
creditors. 


Quasi-Sovereign Government Obligations.— Although as 
a fundamental principle sovereignty is absolute and indivisible, 
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non-sovereign political organizations exist, which in re- 
lation to the creation and enforcement of their obligations, 
place themselves in the class of sovereign powers. Foremost 
among these are the states of the American Union. The credit 
position of these will be fully set forth in the next chapier. 
The dominions of the British Empire, such as Canada and 
its provinces, the Dutch East Indies, the free cities of Germany, 
the federal states of Brazil and of other small American re- 
publics, are further examples. There should also be placed in 
the same category the governments of the Philippines and of 
Porto Rico ? as well as the “organized territories of the United 
States.” The obligations of all of these are not enforceable 
by judicial action unless provision is made therefor by the 
action of the debtor governments themselves or of the 
sovereign powers controlling them. 


Local or Non-Sovereign Government Obligations.—The 
direct obligations of political and territorial subdivisions, in- 
cluded within a nation, with the exception of the classes: 
enumerated above, are generally enforceable by legal process 
in the courts. This is almost universally true in countries 
where administrative governmental units such as provinces, 
‘cities or special territorial districts, are “chartered” or other- 
wise given a corporate status. As corporations, they can sue 
and be sued. As corporations, also, they exercise only limited 
powers, and are subject to the sovereign authority creating 
them. In American law they are, as already pointed out on 
page 67, defined as public corporations. In Great Britain, 
they are commonly known as corporations, in contrast with 
chartered business organizations designated as “companies.” 


Indirect Obligations.—In addition to the classes of civil 
loans already discussed, there are outstanding in the United 
States bonds or certificates of indebtedness known as indirect 


2 The political status of the Philippines and Porto Rico is defined by the United 
States Supreme Court in the so-called insular cases. 
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obligations. ‘These represent the indebtedness of unincorpo- 
rated districts or organizations created by states or munici- 
palities, usually for the purpose of financing a public 
improvement. As the maker of such an obligation is not a 
legal entity and has no judicial status, and as the public 
authority under whose auspices the obligations are issued does 
not assume their liability, the securities have a very limited 
market as investments. Their value is based upon a quasi-tax 
lien on property that benefits directly from improvements made 
with the principal of the debt incurred. They are, accordingly, 
known as “special assessment” bonds, though not all bonds 
secured by unpaid special assessments on property are indirect 
obligations of states or municipalities. This subject will be 
more fully discussed in the chapter on municipal bonds. 


Distinctive Features of National Government Bonds.— 
Returning to the subject of national government bonds, the 


important and distinctive features of these obligations are 
summarized below: 


I. As a sovereign nation cannot, be sued, the security of 
government bonds is based on the ability and the will- 
ingness of the debtor to repay, unless another nation . 
intervenes in behalf of its own nationals and enforces 
payment by “warship” or unless the creditors control 
property or revenues to offset their claims. 

2. Government bonds are backed by the taxable resources 
of the debtor nation, it being presumed that the govern- 
ment has unlimited taxing power and is able to ap- 
propriate any portion of the resources within its 
territory for the payment of interest and principal on 
its debt. 

3. A sovereign national government can borrow for any 
purpose, whether productive or non-productive. There 
is, as a rule, no question of ultra vires, é.e. of its exceed- 
ing powers conferred upon it by some higher authority. 


Government Debt Repudiation.—The first point cannot 
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be emphasized too strongly. National credit, it should be re- 
peated, is based entirely on confidence. As already pointed 
out, there are generally no legal means of forcing a national 
government to repay, since it cannot be sued. Unless some 
special, extra-legal means are taken to enforce payment, such 
as physical force or the pledging of property, non-payment 
and repudiation of the debt mean an irrecoverable loss to the 
investor. Instances of national debt repudiation are not un- 
common. A number of South and Central American republics, 
together with older nations as Greece and China have become 
bankrupt and have failed at times to meet their debt obliga- 
tions. Recent instances of debt repudiation are not lacking, 
notably, those of Russia and Mexico. Our own country is 
not free from the stigma. Some of the states have dishonored 
their obligations, taking advantage of the Eleventh Amend- 
ment to the Constitution under which they cannot be sued by 
individuals. In the next chapter, however, it will be shown 
that, even though sovereign, some states of the Union were 
indirectly forced by federal and state court decisions to meet 
their obligations. 

In the case of corporation securities, as is well known, en- 
forcement of the loan contract is commonly in the power of 
the courts. Thus, a holder of the bonds or his representative 
can apply to the courts to levy on or attach the property of 
the corporation to obtain payment of interest and principal. 
On the other hand, the property or resources of a sovereign 
are not, except under special conditions, subject to seizure. 
There have been a number of instances of the use of physical 
force by foreign bondholders to obtain payment, particularly 
in the case of small countries failing to meet their obligations. 
This “enforcement by warship,’’ however, seems now to be a 
matter of history. The last case of importance when this 
means of collection was attempted was when Great Britain 
threatened to land soldiers in Nicaragua and seize the customs 
houses to enforce the payment of a debt due her subjects, and 
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was only stopped by the protest of the United States that such 
action would be in violation of the Monroe Doctrine. San 
Domingo is another case in point. In this instance, the United 
States adopted the policy of acting as trustee for the purpose 
of satisfying the foreign bondholders of the little West Indian 
republic. 


Taxing Power.—Another distinction between government 
and corporation bonds is that the former are based on the 
government’s taxing power, whereas corporation bonds are 
based on the earning power of the issuing corporations. In 
levying taxes the government seeks to obtain only sufficient 
revenues to meet its current requirements. A business cor- 
poration, however, aims to obtain as much profit as possible 
and to accumulate a surplus over and above the amount re- 
quired to meet current expenditures and maturing obligations. 
A sovereign nation theoretically has the power to appropriate 
all the resources of its citizens within its territory. In medieval 
times the idea prevailed that the king owned all the property 
within his kingdom, which was merely entrusted to his sub- 
jects for his benefit, and that he could, therefore, levy taxes 
to'the extent he saw fit. The modern concept of sovereignty, 
according to political scientists and the United States Supreme 
Court, still upholds this doctrine. 

In the United States the Supreme Court has held that the 
taxing power of the federal government is complete in so 
far as no direct limitations are placed upon it by the Constitu- 
tion. The revenues of a government are determined by the 
extent of the national resources. But if it attempts to collect 
taxes beyond the resources and annual income of the nation, it 
may do serious economic injury. How far it is feasible to tax 
citizens for governmental purposes is a question of public 
finance which need not be discussed at this point. (See pages 
223-224.) 
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Purpose of Borrowing.—A national government can bor- 
row for any purpose, and in this respect also does it differ 
from a corporation. It may borrow for a destructive purpose, 
as to make war, or for a productive purpose, as to build canals, 
railroads, irrigation systems, etc. That it should be able to 
issue bonds thus for either productive or unproductive pur- 
poses is an important matter from an investment viewpoint. 
It is quite as essential for an investor to know the object for 
which a government borrows money as it is to know the ob- 
ject for which a railroad or industrial borrows money. For 
example, if a government borrows for purely non-productive 
purposes, as the building of museums and theaters, the securi- 
ties will not be held in as high esteem as they would if their 
proceeds had been used in building a canal, or improving a ~ 
drainage district, or for some other productive purpose. 

Productive improvements may bring in a return to the 
government sufficient to pay interest and the principal of its 
indebtedness and therefore bring no additional tax burden 
upon the people. The same fundamental principles are in- 
volved in government borrowing as in corporate financing. 
The investment merits of the securities of governments and 
industrial organizations are alike determined by the purposes 
for which the money is borrowed, the method followed in 
using it, and the general credit standing of the debtor. 


Public and Private Credit.—In spite of the fact that an 
individual cannot force a sovereign state to pay its debts, 
governments, as a rule, have a higher credit standing, par- 
ticularly among their own citizens, than private individuals and 
corporations. On that account they can borrow ordinarily and 
under normal conditions within their own territory at a lower 
interest rate than corporations. Exceptions to this statement 
may be noted in the case of unstable or revolutionary gov- 
ernments, or threatened repudiation. Notwithstanding the 
present enormous debts of national governments, their 
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securities sell, as a rule, at lower interest rates than the se- 
curities of business corporations within their own boundaries. 
Government borrowing rates directly affect the interest 
rates on private borrowing. A private corporation is fre- 
quently compelled to meet the competition of government bor- 
rowing in its bid for investors’ funds. If a government issues 
bonds at a high interest rate the business corporation must not 
only meet that rate, but also bid higher. Thus, if it has been 
the policy of the government to borrow money at 34%4% when 
private borrowers are paying 5% for investment funds and 
in order to obtain a large loan it agrees to pay 5%, business 
corporations to get desired funds will have to advance their 
borrowing rates proportionately to meet this increase. The 
same is true of the volume of borrowing. If the government 
is a heavy borrower, industrial enterprises are forced to reduce 
their borrowings. During the last years of the late war private 
investment in Great Britain and France ceased because of the 
governments’ heavy borrowings. In our own country private 
borrowing was restricted as a war measure. The Capital 
Issues Committee, provided for by act of Congress, had power 
to withhold from public sale new stock and bond issues. 
Government borrowing has also an important bearing in 
the general economic situation. If done on a large scale it 
leads to currency inflation, which in turn results in increased 
prices and higher cost of living. People can invest in large 
amounts of government securities only if they can secure loans 
from banks against the pledge of the bonds as collateral, and 
this borrowing gives rise to credit and currency expansion. In 
time the circulating medium exceeds the requirements of trade 
and becomes redundant. Practically all the great nations of the 
world, including our own and some of the former neutral 
countries, as Holland, Denmark, and Norway, which main- 
tained large armies during the World War and had to increase 
their indebtedness, have or have had inflated currency to 
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which increased prices and high wages are to be largely 
ascribed. 


Development of National Indebtedness.—National debts 
are a comparatively recent development. There is no evidence 
of the existence of national indebtedness in ancient or early 
medieval times, even among nations enjoying republican gov- 
ernments. Until modern times governments paid for their 
ordinary needs and defrayed the costs of conducting wars 
from current revenues. The sovereigns were then assumed 
to have the right to levy at pleasure on property within their 
respective kingdoms, and their taxing power was unlimited. 
Moreover, they could readily make a profit by clipping or de- 
basing the coinage of their realms. During and following the 
period of the Crusades, European sovereigns began to borrow 
largely as individuals directly from wealthy subjects or foreign 
bankers, but this was done without the public sale or distribu- 
tion of the claims of the indebtedness. 

The first issue of what might be called government bonds 
was put out by one of the Italian cities in 1171. In that year, 
as pointed out on page 14, the free city of Venice organized 
a bank, through which it issued certificates of indebtedness 
that passed as currency between its citizens and were ac- 
cepted in payment of debts. Later other countries adopted 
similar expedients for raising emergency funds. Partly in 
this way, paper currencies came into widespread use. 

Until the period preceding the Napoleonic Wars, public 
government borrowing was very limited. In France, before 
the Revolution, whenever the monarch was short of funds, he 
farmed out to individuals for a lump sum, paid in advance, the 
right to collect certain future taxes. He thus converted ex- 
pected tax receipts into funds available in the present. 
Napoleon, as previous conquerors in history, paid for his wars 
largely by levies on foreign peoples. The British government 
went heavily into debt in the wars it waged against him, and 
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the British people were confirmed in their investment habits 
by their dealings in this national debt. The beginning of the 
British national debt, in fact, goes back to a century before 
the French Revolution. It is commonly known that when 
the Bank of England was chartered in 1694, the directors 
were required to subscribe to £1,200,000 of the government 
debt.2 From such small beginnings the business of govern- 
ment loans grew very rapidly. For two centuries the London 
Stock Exchange was engaged chiefly in trading in the British 
government debt. The English banking houses of the Roth- 
schilds and Coutts greatly enhanced their wealth by dealings 
of this sort. 


Peace Debts.—After the Napoleonic era peaceful under- 
takings as well as war were responsible for the growth of 
national indebtedness. The nineteenth century was a period 
of great development and progress in public works, such as 
railroads, canals, harbors, docks, drainage, and lighting, and 
national governments borrowed heavily for these improve- 
ments. In addition they made tremendous outlays for military 
and naval purposes. In this way government functions ex- 
panded and expenditures grew until they could no longer be 
met from current revenues. As public improvements, wars 
and armaments were also for the benefit of future generations, 
nations did not hesitate to borrow in order to shift a part of | 
the burden from the shoulders of the present generation. 
Moreover, modern times have been propitious for public bor- 
rowing, since capital funds have accumulated rapidly and have 
sought investment. From the first, government bonds became 
the most favored security in the whole investment field. 


Investment Factors.—It has already been pointed out that 
in lending to governments the same investment principles 
govern as in granting loans to business concerns. Not only 
should the credit standing of the debtor nations be considered, 


3See page 179. 
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but their resources, the character and size of their populations, 
and the stability and character of their governments should 
also be taken into account. Investigation should be made of 
their outstanding indebtedness and their revenue sources in 
the same way as a bank makes inquiry into the outstanding in- 
debtedness of a corporation before granting it credit. Thus, 
in studying the value of government bonds, the size and char- 
acter of the debt in relation to the country’s natural resources 
and population should be taken into consideration. 

It will not suffice to take only one of the factors, resources 
or population.* Both must be considered. An investigation 
of the resources without a proper study of the people is of 
little value when the question of the payment of interest and 
principal on the indebtedness is concerned. Resources em- 
brace such items as the quality and fertility of the soil, the 
availability of minerals and other natural wealth, the volume 
of industry and trade, the excess of exports over imports, 
and such productive public improvements as railroads, canals, 
and other aids in the production and distribution of wealth. 
Similarly, the size and character of the population are very 
essential investment considerations. Are the people indus- 
trious? Do they follow a sound code of business morals? Are 
they capable of maintaining a stable government? ‘These are 
but a few of the questions that must be answered when in- 
vestigating the investment quality of government securities. 

When once a country repudiates its debt or otherwise fails 
to meet its financial obligation, its credit is impaired and it 
can borrow only with the greatest difficulty. Should the 
German or Austrian governments repudiate their present 
domestic and foreign indebtedness, it would be impossible for 


4As pointed out by Elisha M. Friedman in his excellent work on International 
Finance and its Reorganization: “In considering the relation of national wealth and 
war debts, one must make allowance for several sources of error, The figure of na- 
tional wealth is taken to be the sum of the wealth of the individuals in the country, 
However, this is not an accurate standard. The wealth of a nation is not fxedas sit 
depends not only upon its natural resources, but also upon its human resources and 
its economic policy. The wealth of a nation may rise or fail depending upon a change 
in any of these factors.” (Pages 18-19.) 
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them to borrow either at home or abroad except under the 
most unusual conditions and with the strongest guarantees 
and pledges. Mexico could not borrow a cent in the money 
markets of the world after 1914, when it had ceased paying 
interest on its national debt. Soviet Russia for a similar 
reason is in the same predicament. 


National Debts and International Trade.—I]mportant 
factors in national borrowing relate to international trade 
and finance. Investment in foreign national debts depends 
to a considerable extent on the international trade relationships 
a country desires to form. When one nation wishes to obtain 
an economic foothold in another by increasing its commerce 
with the latter, its government is likely to favor the investment 
of funds in the national debt of the other country, just as a 
manufacturer seeking a market for his products fosters per- 
sonal relations with certain merchants. The external loans of 
China and the South American countries have been floated 
largely in this way. Economic and political considerations in- 
duced British bankers to market South American govern- 
ment bonds, and led the German and French governments to 
encourage investments in the Orient. American banking in- 
terests must follow a similar course to expand the nation’s 
foreign trade. It is expected that they will continue advanc- 
ing funds to foreign governments through bond purchases, 
and that a broad market for the securities will be established 
in this country. Not only will American investors then get 
interest on these foreign debts, but American manufacturers 
and merchants will make valuable business connections abroad. 


Creditor and Debtor Nations.—An important factor in 
national credit is what is known as “the balance of interna- 
tional payments.”” Theoretically, each nation, in order to main- 
tain a credit position, must produce sufficient in actual goods ° 


3 peeake the ultimate means of international debt settlement, is included under 
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and services to meet its obligations at home or abroad. If it 
borrows from abroad either for private or for governmental 
purpose, it must have present or prospective resources in ex- 
portable values (goods or services) to repay the recurring 
interest charges and ultimately the principal of the obligations. 
International finance is accordingly concerned with the “‘inter- 
national balance sheet,” a term coined since the European War, 
but now in widespread use among economists and financiers. 
A nation which enjoys commercial intercourse with other 
nations, unless its aggregate exports of all kinds (money, 
commodities and services) balance its aggregate imports along 
the same or different lines, is either a debtor or a creditor on 
the international balance sheet. If a debtor, it can only change 
its position by settling the obligations standing against it. On 
the other hand, if it is a creditor, it is relieved of the necessity 
of sending abroad in the form of goods or services, a net 
balance to meet its international settlements, and a portion of 
its population, in whole or in part, will depend on purchases or 
claims to values abroad for income. The export or import of 
capital (goods and services) is the balancing factor in equaliz- 
ing the items in the international balance sheet.°® 
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® As pointed out by Mr. Kimber in his Foreign Government Securities: “The 
export of capital which benefits both the lender and the borrower most is that in 
which the capital is represented by goods and services on which the lending country 
makes a profit, and which also increases the productive power of the borrower. Loans 
made to provide for the building of railroads or other. public utilities, port works, 
etc., loans to cover reorganization of a country’s finances, replacing a wasteful or 
extravagant system with a sound and economical one, loans to pay for machinery or 
raw materials needed to rebuild a nation’s industrial life—these are profitable to both 
parties in the transaction. On the other hand, a finance loan. pure and simple, unless 
it operates to correct the exchanges or balance the international account, should be 
regarded strictly as an investment, the loan being of no other benefit to the lender. 
Nevertheless, the rule should not be applied too strictly to the individual transaction. 
The account as a whole should be considered.” (Page 21.) 


CHAPTER XV 
FOREIGN GOVERNMENT BONDS AS INVESTMENTS 


United States as a Creditor Nation.—Previous to the 
World War, the great creditor nations were Great Britain, 
France, Holland, Belgium and Switzerland. The war turned 
the tide of the investment stream. For many years prior to 
the outbreak of hostilities, America was a favorite field for 
European capital. Europe bought our government bonds, our 
railroad securities, our mining stocks, our oil stocks and our 
industrial shares. The amount of capital investment repre- 
sented in these holdings in 1914 has been variously estimated 
at between three to six billions of dollars. Whatever the 
amount, the bulk of it has since been turned back. <A large 
part was made the basis of collateral for the British and French 
government borrowings in the United States to support and 
stabilize exchange values and was subsequently liquidated by 
sale in the New York market. 

In addition to the resale of American securities held abroad 
by foreign investors, a borrowing movement in the United 
States by the Allies began soon after the outbreak of war to 
help finance hostilities. The Anglo-French half-billion-dollar 
loan of 1915 was a new experiment in American finance. It 
was followed by a number of other European government 
bond offerings by neutral as well as belligerent nations. The 
stream was further swollen by the New York borrowing of 
Latin-American, Australian and other governments. The 
effect of the momentum gathered by the movement and the 
probabilities of its continued growth are problems which have 
puzzled bankers, statesmen and economists, but it has con- 
verted the United States from a debtor to a creditor nation. 

Comptroller of the Currency Crissinger in 1923 estimated 
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the amount of dollar securities issued by foreign countries in 
the United States since the armistice at approximately three 
billions, in addition to which foreign currency securities of 
something like $600,000,000 were sold in this country. Ac- 
cordingly, the total of such investments in foreign securities 
amounted approximately to $4,000,000,000. Although con- 
siderable part of this has been refunded or sold back to Euro- 
pean investors, new and larger borrowing has since brought 
the total to probably around six billions of dollars. In the year 
1924 alone, foreign issues, largely government securities, ap- 
proached a billion and a half dollars. 


Foreign Government Bonds as Profitable Investments.— 
A more important question than the mere volume of Amer- 
ican investment in foreign obligations is the basic charac- 
ter of such investments. There is a growing appreciation of 
the fact that debts to a foreign nation representing money lent 
abroad for productive or reorganization purposes form the 
background not only of the lending country’s financial but 
also its industrial position. On the other hand, money lent 
for war purposes or for meeting deficits in current government 
expenditures may result in serious loss of capital and a waste 
of the lender’s national economic resources. 

Great Britain’s experience is an instructive example. In 
the early part of the nineteenth century, English financiers ad- 
vanced to Latin-American countries liberal sums which were 
wasted in carrying on wars or in extravagant government bud- 
gets. Several of these loans were defaulted or scaled down 
through readjustments and loan settlement agreements. In 
more recent times, loans to South and Central American re- 
publics have been restricted to economic and productive uses, 
such as the construction of railroads, the improvement of har- 
bors, sanitation works and other beneficial and money-making 
enterprises. In many cases the expenditure was supervised 
and the enterprises themselves managed directly by British 


176 CIVIL LOANS [Pt. IIT 


financiers. These investments have proved mutually profitable 
both to the borrowing and lending countries not only because 
of the beneficial character of the investment but also in creat- 
ing and fostering closer international trade relations. 

The Argentine railroads, for example, were built with 
British capital. Consequently, Great Britain not only has 
shared in their profitable operation, but for many years the 
Argentine railroads have served as an outlet for British rail- 
road supplies and British coal. London in the meantime has 
held its dominant position as a financial center to Argentina 
largely through the liberal loan and discount facilities granted 
foreigners. Investments in foreign securities, therefore, serve 
as a source of national income and to a considerable extent also 
assist in upbuilding and expanding the international trade of 
the lending country. 


Broadening the Market of Foreign Government Bonds. 
The question at this stage of America’s position as inter- 
national banker is whether savings institutions, trustees and 
other American investors should assist in international trade 
expansion by being permitted to purchase sound foreign se- 
curities. Only a few of the important states of the Union at 
present permit such investment even on a restricted scale. 
Connecticut alone of the Eastern States has amended its law so 
as to permit investment in French, British and Canadian goy- 
ernment issues. New York and Massachusetts, the leaders in 
sound savings bank legislation, have taken no action to en- 
courage investment in good foreign securities. Certainly 
the time is approaching when savings banks and trustees will 
require a wider field for the profitable placing of funds. The 
“legal” group of railroad securities has not expanded in more 
than a decade, and new offerings of this class of obligations, 
because of the exhaustion of the prime mortgage possibilities 
of the leading railroad companies, have become rare. Domestic 
municipal securities, though largely increased in volume, are 
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becoming less desirable, not so much because of deterioration 
of quality through excessive issues, but more so because the 
yield of these tax-exempt securities is not sufficient to afford 
a reasonable return on investment to institutions and trustees 
of moderately sized estates. Only the millionaire group of in- 
vestors and very large estates find it profitable to invest in 
them. Sound foreign government securities, then, would seem 
to be the logical new class of investments for savings banks 
and trustees. If carefully chosen and purchased under proper 
restrictions and safeguards, they materially add to investment 
diversification, a frequently neglected principle underlying 
modern investment methods. 

In the present international situation the United States 
cannot afford to neglect its opportunities. Since the World 
War, all European nations are experiencing a scarcity of capi- 
tal. Accordingly, the Latin-American and Asiatic countries, 
together with the smaller nations of Europe and the colonial 
possessions of the leading civilized peoples, are turning to the 
United States for funds to develop their resources. A remark- 
able field for investment is thus opened to American investors 
as one of the results of the abnormal international situation 
created by the war, and this field should appeal to the natural 
desire of American capital to seek larger profits abroad. 


SomE ForEIGN GOVERNMENT Bonps 


British Government Bonds.—The two largest groups of 
foreign government bonds in the United States are those of 
Great Britain and her dominions, and the French Government 
obligations. Both of these great commercial nations, in addi- 
tion to having a long history and an excellent debt paying 
record, are among the richest and most advanced politically 
and financially in the world. 

The British government public debt had its origin in the 
sale of annuities for the purpose of raising funds to meet the 
heavy war expenditures incurred in the early part of the 
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eighteenth century. During this period the former method of 
borrowing by means of mortgaging anticipated revenues and 
by the issue of exchequer bills became inadequate. The gov- 
ernment, therefore, resorted to the system of “funding,” as 
public borrowing was then designated. Though perpetual 
loans were obtained from the Bank of England, the East India 
Company, and from the South Sea Company in exchange for 
charter privileges, the bulk of the borrowing consisted of the 
public offering of annuities. Under this system, in return 
for the payment of a definite sum, the government agreed to 
pay during the lifetime of the purchaser of the annuity, or for 
a specified period, a fixed periodical sum. In order to popu- 
larize this method of raising funds, lottery and gambling or 
“tontine” features were added. Loans without maturity or 
“perpetual annuities,’ as they were first called, were also re- 
sorted to at various times by the British government during 
the first half of the eighteenth century. 

In 1749, following the treaty of Aix-la-Chapelle, when the 
British public debt exceeded £78,000,000, a general refunding 
and consolidation of various government loans and obligations 
was effected. This led to the issue of new 3% perpetual bonds 
which have since been known as “consols.” Notwithstanding 
sinking fund provisions for national debt reduction following 
the successful refunding operations of 1749 and subsequent 
thereto, the British public debt at the outbreak of the Ameri- 
can Revolution was stated by Adam Smith in “The Wealth of 
Nations” to have increased to about £125,000,000. It was 
greatly augmented during the almost continuous period of 
warfare of the next quarter-century. 

The history of the debt of Great Britain is marked by a 
zigzag upward trend similar to that of the United States. 
The Napoleonic Wars left the English government burdened 
with a very heavy debt. The amount declined steadily for 
about fifty years after the Napoleonic Wars because the 
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British government followed the policy of redeeming its debt 
through sinking fund operations and through purchases from 
surplus revenues. Great Britain has had two wars during the 
last three decades—the South African War and the recent 
World War. Both of these conflicts entailed heavy increases 
in the national debt. The total debt at present amounts to 
about $38,000,000,000, figuring the pound sterling at the nor- 
mal rate. This is more than $17,000,000,000 in excess of our 
own government indebtedness. 

The British people have long been accustomed to invest 
in government securities with the result that the national debt 
has been widely distributed among them. After the Napo- 
leonic Wars when the national debt exceeded $4,000,000,000 
the various issues were gradually consolidated into a single 
issue, now generally known as “‘consols.”’ The British Treas- 
ury again resumed the policy of buying up its debt through 
a sinking fund. This action for a number of years steadily in- 
creased the market value of British Government securities. 
The consols have always been active on the British exchanges 
and largely bought by both institutions and individuals. How- 
ever, until the outbreak of the World War, when they depreci- 
ated greatly in value along with other securities, the income 
return on them was very low. They were bought only by 
those who wanted above all other things the security of their 
principal. 


French National Debt.—The early French Government 
debt was of a similar nature to that of the British. Prior to 
the French Revolution resort was had to annuities, lotteries, 
and even to forced contributions. Accurate estimates of the 
total of these obligations are lacking, but according to the 
Swiss banker, Necker, the famous finance minister of Louis 
XVI, the total annual charges amounted to about two hundred 
and seven million francs, representing a capitalized debt of 
approximately three and a half billion francs. 
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In 1793, during the early period of the French Revolution, 
the national debt was first consolidated. A law was passed by 
the National Assembly requiring all public creditors to register 
their names and the annual amounts due them in the Great 
Book of the Public Debt, and also to exchange their obliga- 
tions for new perpetual bonds of a uniform character. These 
perpetual bonds or “rentes,” which have passed through a 
series of refundings and consolidations, remained prior to the 
World War the standard form of French Government 
obligation. 

The national debt of France has been almost constantly 
increasing, notwithstanding the fact that between 1871 
and 1914 the nation had no serious wars. The present 
debt, including the loans put out since 1914, is in the neigh- 
borhood of 300,000,000,000 francs, or almost $60,000,000,000 
at the normal rate of exchange. Since France has a popula- 
tion of a little more than forty millions, this means a per 
capita debt probably larger than that of any other European 
nation. But the French are a thrifty people and the natural 
resources of their country are developed economically by 
an excellent industrial organization. Moreover, it is ex- 
pected that a considerable part of the French debt burden will 
be met from German and Austrian reparation payments. 

Prior to the war the bulk of the French Government bonds, 
known as “rentes,” were almost exclusively perpetual issues, 
1.e., they had no maturity date and in some issues not even a 
redemption provision. This absence of a maturity date and 
sinking fund is one of the reasons why the French Government 
debt is relatively the largest of almost all the great European 
countries. This undoubtedly has contributed to the decline 
which has taken place in the price of the rentes since 1914. 
The French people, however, are a nation of investors, and 
they place their own government securities as among the most 
desirable of their commitments. 
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Germany.—Germany did not become a European nation- 
ality until after the Franco-German War of 1870. Previous 
to that time, the separate kingdoms and principalities did their 
borrowing independently. These debts were not assumed 
by the Empire after its formation, with the result that at the 
outbreak of the European War, the Imperial German debt was 
the lowest per capita of any of the national debts of the bellig- 
erents. However, due both to heavy military expenditure and 
to the phenomenal growth in wealth and population, the na- 
tional debt of the German Empire expanded by leaps and 
bounds. In 1877 it was estimated at 722,000,000 marks, or 
about 1.66 marks per capita. In 1891 it was 13,178,000,000 
marks, or about $7 per capita. On the event of the war, it 
approached 48,000,000,000 marks, or something like $18 
per capita.1 In the same period, the states and municipalities 
of the empire also enlarged their outstanding debt obligations. 
Very little if any of the increased government debt in Germany 
at this time arose from depreciated currency, since German 
money, like that of Great Britain and France, was on a gold 
convertible basis. In the course of four years of severe war- 
fare, during which the convertibility of the paper currency was 
suspended and unlimited issues of bank notes were resorted 
to, the German national debt grew to enormous figures, keeping 
pace with that of the rival nationalities, France and Great 
Britain. 

The war financing of Germany, however, had one dis- 
tinctive feature. It was limited almost exclusively to internal 
borrowing. This was due to the enforced isolation of the coun- 
try. Opinions differ as to whether this was or was not ad- 
vantageous to the German people, but in view of the utter 
annihilation of the value of German currency following the 
war, it has had the effect of substantially cancelling the gov- 
ernment obligations. Thus, as pointed out in the Dawes Re- 
port, the German Empire in the year 1924, begins a career of 


1 See Friedman, International Finance and Reconstruction, page 136. 
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industrial and financial reconstruction without the burden of 
meeting heavy interest and amortization charges on its na- 
tional debt. This situation is one of the factors enabling the 
German government to borrow abroad. Of course, the heavy 
reparations payments constitute a national burden not unlike 
outstanding bonds, but there is a disadvantage to investors at 
home or abroad from this source. Since fluid capital in Ger- 
many has become depleted as one of the results of the currency 
inflation, the German national government and its federated 
states may be expected in the future to be heavy borrowers 
in foreign markets, and notably in the United States. In this, 
they are likely to replace Great Britain, France, Belgium and 
the European neutral nations, which, because of accumulations 
of capital funds at home, may no longer find it necessary to 
seek loans in the American money market. 


South American Government Bonds.—In addition to 
European government bonds, American bankers during and 
since the late war have lent money directly to South America, 
Japan and the Dutch East Indies, and have purchased from 
European holders large blocks of the government bonds of 
these countries that were originally sold in other markets. 
These investments, as a whole, have proven relatively profita- 
ble. The field is yet a new one. It is bound to grow as the 
international trade with our neighboring republics expands 
and as American capital continues to seek larger profits in new 
and undeveloped countries than can be obtained at home. 

As already pointed out, French and British investors were 
the principal purchasers of the obligations of the Latin-Ameri- 
can republics until the outbreak of the European War. The 
South American Republics, because of their large undeveloped 
resources, and lack of accumulated capital, are compelled to 
seek large sums abroad for public improvements and the crea- 
tion of facilities for modern production and distribution. For 
more than a half-century prior to the World War, they had 
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been bidding against our own country for the surplus invest- 
ment funds of Europe. Now that the leading European na- 
tions can no longer spare the capital which formerly was avail- 
able for foreign investment, the Latin-American nations have 
turned to their affluent sister republic for financial aid in de- 
veloping their resources. According to available computations 
foreign investment in South America in 1917 aggregated 
several billions. Of this amount, the United States furnished 
very little, and only a small fraction of this comprised loans 
to governments. Since 1917, however, Latin-American gov- 
ernment securities in New York approaches a _ half-billion 
dollars. 


Risks of Government Investments.—It cannot be too 
strongly reiterated that investment in foreign government 
bonds requires the same cautious and careful considerations as 
the investment in other classes of securities. Since, as already 
pointed out, the investors in national government obligations 
have not the legal protection or the ability to enforce collection 
that attaches to domestic corporation securities, a double 
measure of precaution is essential. The welfare of the debtor 
nation is the best assurance of the safety of the investment, 
so that it is a false precaution to prescribe onerous terms that 
handicap economic and social progress. As has been well 
stated by Professor George W. Edwards: 


In granting foreign loans due consideration must be given to 
the interest of borrower as well as lender. The history of interna- 
tional finance shows that intensive exploitation of a foreign coun- 
try may be carried to an extreme where neither borrower nor 
lender benefits. This has occurred in a number of cases in 
applying capital to the utilization of the superior natural resources 
of countries new in industrial development. The present problem 
of capital export is concerned mainly with its relation to cheap 
labor power, particularly in countries with a mature economic 
organization, but with an impaired financial condition. These 
borrowing countries may be so tightly bound by the stipulations 
contained in the loan agreements that they are practically in a 
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state of economic serfdom to their creditors. Such relationship 
does not develop a spirit of willingness to pay and regardless of 
the technical legal strength of the guarantees for such loans, their 
payment is imperiled by the very severity of the terms. Inviack 
all attempts at a too great benefit to the lender are fraught with 
danger or at least possess but doubtful wisdom. 


It has become the practice for a number of governments, 
in order to obtain loans abroad, to pledge the proceeds of 
revenues or property as security for their obligations. Though 
confined largely to undeveloped countries or national bor- 
rowers of weak credit, it is worthy of note that the leading 
European governments during the war, resorted to this means 
of securing loans. Thus, the Kingdom of Great Britain 514% 
Loan in 1917 was secured by pledge of stocks and bonds, in- 
cluding the obligations of several national governments, which 
in the aggregate had a nominal market value in excess of the 
amount of the loan for which they served as collateral. The 
national loans of China, Greece, South America and those 
of Germany, Austria and other Central European nations 
issued since the war have, in most cases, special liens on 
revenues as security. The effectiveness of this security depends 
to a considerable extent on the provisions for the collection 
of the pledged revenues or the safeguarding of the property 
liens. In some cases, the revenues are collected by the debtor 
without interference or supervision from agents or representa- 
tives of the bondholder. This is the policy followed in con- 
nection with Japanese 414% sterling bonds of 1905, secured 
by the government’s tobacco monopoly. The 8% Loan of the 
Kingdom of the Croats, Slovenes and the State of San Paulo 
8% Bonds are secured in like manner. In other cases, the 
pledged revenues are collected and the obligations paid by a 
representative of the bondholders. The Chinese customs se- 
cured bonds, which, notwithstanding the chaotic and weak 
condition of the Chinese national government, have maintained 


*See American Economic Review, March, 1924, Supplement p. 26. 
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for years relatively high market values, is an issue of this class. 
So are the customs secured bonds of Greece. The customs 
lien bonds of San Domingo and of Haiti are protected, under 
treaty with the United States, by the administration of the 
customs by agents appointed through the United States De- 
partment of State. The recent flotations in the United States 
of Germany, Austria, Hungary and Greece are backed by 
pledges supervised by agents acting under international 
agreement.* : 

The working out of these guarantees is a problem of inter- 
national finance and world politics. They are, at best, merely 
instrumental in bolstering up impaired credit, and in this 
respect, resemble receiver certificates issued under court 
authority by bankrupt corporations. The actual and permanent 
security back of all national obligations is primarily dependent 
upon the national economic resources and the capability and 
willingness of the government authorities to provide the means 
of payment. 


Loan Amortization.—A feature of many foreign govern- 
ment loans is the provision for partial or total repayment of 
the principal at or before the maturity. The amortization may 
be accomplished through the accumulation of periodical sink- 
ing fund payments, through compulsory purchase or call of 
bonds at regular intervals or through the application of special 
revenues or surplus funds for debt redemption purposes. As 
already pointed out, it is the common practice of many foreign 
governments to issue bonds without naming the date of ma- 
turity, the redemption being provided for gradually through 
purchases in the open market or by sinking fund and other 
amortization operations. When sinking fund requirements 
are severe, they are likely to deplete the national treasury and 
cause additional borrowing. On the other hand, without debt 
redemption provision, the national debt tends to become per- 


2 The Austrian loan is noteworthy because of its international guaranty under a 
plan arranged by the League of Nations. 


186 CIVIL LOANS [Pt. Ill 


manent, and generally gives little prospect of decrease, since 
bond maturities (if there are such) can in most cases be met 
only through refunding. The absence of amortization provi- 
sions in connection with the old French government rentes, as 
stated on page 180, is an instance of the prevalence of the 
idea of permanency of the national debt “as a national 
blessing.” 
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CHAPTER XV I 
UNITED STATES GOVERNMENT BONDS 


Standing of United States Government Bonds.—In the 
previous chapter, discussion of the United States national debt 
was purposely avoided in order to permit a separate considera- 
tion. The measure of confidence a people have in their govern- 
ment and their country is to a large extent indicated by their 
attitude toward the national debt. When a nation’s credit is 
ranked higher by its own citizens than any other form of in- 
vestment, when the prompt payment of national obligations is 
regarded by them as a national duty, and when material sacri- 
fices of all kinds are gladly endured in order to provide the 
means of sustaining national freedom and unity, the bonds or 
other obligations of such a nation are bound to be sought after 
eagerly in the financial markets of the world. It is a natural 
sequence, therefore, that United States bonds, even during the 
periods of darkest calamity, have found their way into the 
coffers of the shrewdest international financiers, and have justly 
earned the designation of the premier security. 


History of the United States Debt.—The public debt of 
the United States had its origin in the indebtedness incurred in 
the Revolutionary War. The federal government established 
under the Constitution in 1789 inherited from the former 
confederation, a debt of about eighty million dollars. This 
comprised both the indebtedness incurred abroad and at home 
by the Continental Congress, and the debts of the individual 
colonies in the conduct of the war. When the federal govern- 
ment was established, interest on the debt had fallen into 
arrears for several years. Among the first recommendations 
of Alexander Hamilton, on becoming Secretary of the 
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Treasury, was that overdue interest and principal payable 
abroad should be met without delay, and that arrangements 
should be made for liquidating the remainder at an early date. 
Despite strong protests against a strict fulfilment of the con- 
tract to pay off the domestic debt at its face value (because it 
was known that most holders had acquired the certificates at 
a large discount), Hamilton urged as a matter of expediency 
and national honor that all obligations should be met when due. 

In reference to the state debts, Hamilton also took the 
position that it was a wise policy to promote national unity by 
including this indebtedness as a federal government liability. 
But notwithstanding Hamilton’s optimism, the young republic 
was not in a position to meet the arrears in foreign debt and, 
at the same time, discharge the heavy interest burden of the 
outstanding domestic obligations. It was, therefore, proposed 
by Hamilton, as a compromise, that the interest rate for ten 
years should be reduced from 6% to 4% annually. This was 
accomplished through refunding the domestic debt by Act of 
Congress, August 4, 1790. This Act provided that two- 
thirds of the new bonds should bear 6% interest from date of 
issue and the remaining one-third bear interest at the same rate 
beginning with the year 1800. To offset the loss of ten years 
of interest, bondholders were given additional bonds covering 
the amount and bearing an annual rate of 3%. The state 
debts were taken over and funded on a similar plan. 

On the recommendations of Hamilton, a scheme was 
adopted for the prompt liquidation of the new obligations. A 
sinking fund was provided, which with slight subsequent modi- 
fications, remained in effect until after a lapse of fifty years; 
the total Revolutionary debt, which in 1795, amounted to the 
then stupendous sum of $77,496,869, was reduced by $32,- 
000,000 just prior to the War of 1812.1 Thus began the 
sound American national credit policy which, as so ably stated 


Ss During this period an additional loan of $13,000,000 was floated to finance the 
Louisiana purchase. 
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by Hamilton in his Report on Manufactures submitted to 
Congress in 1791: 


As the vicissitudes of nations beget a perpetual tendency to the 
accumulation of debt, there ought to be in every government a 
perpetual, anxious and increasing effort to reduce that which at 
any time exists, as fast as shall be practicable, consistently with 
integrity and good faith. 


The effect of Hamilton’s vigorous financial policy was 
the almost steady rise in United States Government credit 
at home and in the leading European markets. Stability of 
national credit produced a basis for sound domestic business 
prosperity and ample government revenues. All this was 
assisted by the creative financial genius of Hamilton, whose 
measures of fiscal reform, in addition to provision for the 
funding and amortization of the national debt, included the 
establishment of a mint, a convenient system of coinage, a 
sound currency provided by the First Bank of the United 
States, and adequate taxation to cover expenditures of all 
kinds. During the critical period following the adoption of 
the Constitution, the current federal expenses barely ex- 
ceeded a half million dollars annually, whereas the debt bur- 
den amounted to from four to five times this amount. 


The Post-Revolutionary Borrowing.—During the interval 
between the establishment of the federal government under 
the Constitution and the War of 1812, the national debt, 
including the $13,000,000 raised for the Louisiana Purchase, 
had been reduced from about $80,000,000 to $45,000,000. 
In this period, there were frequent and pressing incentives to 
large national expenditure. Indian wars, domestic insurrec- 
tions, the creation of a national capital, the construction of 
fortifications, river and harbor improvements, the building 
of a navy, the founding of national banks and the provision 
for more adequate transportation facilities, together with an 
established credit, all encourage borrowing on a large scale. 
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The Hamiltonian policy, however, prevailed, and it was not 
until the War of 1812 that there was a pronounced upward 
turn in the volume of outstanding obligations. The war 
resulted in a new debt of about $82,000,000, most of which 
was represented by bonds. As there was little surplus capital 
in the country at this time, and as borrowing abroad was al- 
most impossible because of the Napoleonic Wars, the govern- 
ment naturally experienced considerable difficulty in floating 
loans. Thus, in 1813, in order to raise $16,000,000, it was 
necessary to sell over $18,000,000 of 6% bonds at 88. The 
next year a 6% issue of $15,000,000 was sold at 80. Sup- 
plementing its bond issues, the government resorted in this 
period to temporary financing through issues of treasury 
notes. These were sold without much difficulty, and by the 
close of 1817 were redeemed or converted into long-term 
obligations. When the war ended in 1814, the outstanding 


public debt slightly exceeded $127,000,000, the maximum 
figure until the outbreak of the Civil War. 


Civil War Borrowing.—When the Civil War began in 
April, 1861, the total national debt did not exceed $90,000,- 
ooo. In the half-century that had elapsed since the last seri- 
ous war that involved heavy financing, the population had 
grown from about 8,000,000 to approximately 31,500,000, 
and the territory of the nation had more than doubled. In 
the meantime, there had swept over the country. a fever for 
internal improvements. A brief war had been conducted 
against Mexico, in 1848, severe financial panics had taken 
place in 1837 and 1857, and a new era of geographical ex- 
pansion extending to the Pacific Coast and north to 40° 40” 
had been set in motion. Throughout this period, however, 
the protective tariff policy of the government created surplus 
revenues, the disposition of which became a more vexing 
problem than the national debt ever had been.” 


2¥For account of the distribution of surplus among the states, see next chapter. 
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The cost of the four years of civil strife which followed 
the firing on Fort Sumter in April, 1861, was far beyond the 
credit capacity of the nation. The complete financing of 
the war through successive bond issues was recognized by 
the eminent Secretary of the Treasury, Salmon P. Chase, as 
impracticable. In the special session of 1861, Congress 
adopted a measure for the issue of $50,000,000 treasury 
notes. In the next year, an additional issue of $150,000,000 
of United States notes was sanctioned. The latter were made 
full legal tender and receivable for all government dues ex- 
cept duties on imports and the interest on the public debt. 
Subsequent legislation authorized a maximum issue of $450,- 
000,000 of non-interest bearing notes, which are still famil- 
iarly known as “greenbacks.” In addition, approximately 
a half billion of legal tender interest bearing notes were 
issued, thus bringing the total government note issues up to 
about one billion of dollars. 

The long-term government financing of the period con- 
sisted of a variety of separate bond issues, chief among 
which: (1) the “seven-thirties’ which were paid off in 1868, 
and (2) the “‘five-twenties” which bore 6% interest and were 
redeemable in five years and made payable twenty years after 
issue. The “seven-thirties” were originally issued to mature 
in three years, but were extended, and the amount increased 
by about $660,000,000. The annual interest rate of 7.30% 
was adopted so as to furnish holders two cents per day for 
each $100 of bonds. The interest and principal were payable 
in currency, and could be converted into the “five-twenties” 
at the option of the holders. The sale of these securities was 
conducted directly by the Treasury Department and through 
private agencies, chief among whom was the well known civil 
war financier, Jay Cooke. Bank assistance in the distribution 
was not very efficient until after the passage of the National 
Bank Act in 1863. Under the provisions of this Act, a new 
currency secured by the government debt was provided by 
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banks operating only under federal charters. Thus, the na- 
tional banks became the principal purchasers of the national 
debt. National bank notes could be issued only when they 
were secured by an equivalent face value of United States 
Government bonds. A tax of 10% per annum was later 
placed on notes issued by state chartered banks to drive them 
out of circulation. As a result of this legislation, United 
States Government bonds received a greatly enlarged market, 
but in course of time, owing to the eagerness of national 
banks to expand their note issues, the obligations were re- 
moved from the general investment field, the bonds, through 
the instrumentality of the national banks having in effect be- 
come converted into currency. The government, figuratively 
speaking, coined its debt. 

For about a half-century following the enactment of the 
National Bank Act, the United States had an abnormal cur- 
rency system by which the supply of circulating medium was 
adjusted to the size of the national debt. This ridiculous situ- 
ation, however, helped the market for United States bonds 
in a period when the adverse factors of war, waste and 
political pessimism made the flotation of additional govern- 
ment credits almost impracticable. After the dark days of 
the civil strife had passed, and the union of the states secured, 
the “circulation privilege’ of the bonds became so valuable 
to the banks and their prices ruled so high in relation to in- 
vestment yield, that few but the national banks could afford 
to buy them. By buying the bonds, the banks received inter- 


est not only on the bonds, but on the loans and discounts they 
made through issuing their bank notes.* 


The World War Financing.—The recovery of the heavy 
burden of the Civil War debt, which approximated $3,000, - 
000,000, was comparatively rapid, and in spite of the addi- 


* For an interesting discussion of this situation, see i 

ara * § » § an articl 

entitled “The Gamble in Governments by National Banks,” ee iret beet, 

Magazine, March 1911, and reprinted in Chamberlain’s Princi hea 
‘ ; 2 nciples o 

PP. 523-530. Pp f Bond Invsetment, 
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tional bond issues necessitated by the resumption and main- 
tenance of a gold currency basis, by the Spanish-American 
War and by the construction-of the Panama Canal, the United 
States, when it entered the World War in 1917, had a na- 
tional debt of about one billion dollars, or less than that of 
its leading metropolis, the City of New York. But modern 
war is conducted with unprecedented expenditures, so that 
after a period as an active belligerent of less than two years 
the debt of the United States Government mounted to more 
than $24,000,000,000, or greater than all the money spent 
by the national government, including war expenditures, from 
the Declaration of Independence to the end of the nineteenth 
century. 

The American government financing of the World War 
was comparatively easy compared with its own past experi- 
ence, and with that of its allies. Unlike the financing of its 
previous military struggles, there was no resort to unduly 
excessive currency issues, or to fiat money. The Federal 
Reserve System that had been recently established furnished 
a medium for currency regulation as well as for the arrange- 
ment, funding and distribution of both the short-term and 
long-term credits demanded by the government. 

The new facilities for borrowing, combined with the great 
wealth and prosperity of the nation resulted in the flotation 
of the various Liberty Loans at lower rates of interest than 
had ever been accomplished during any former period of 
heavy war financing. This new war debt, unlike the Civil 
War issues, and most of the loans subsequent thereto, does 
not bear the “circulation privilege,’ though it is quite prob- 
able that the discount privileges offered by the federal reserve 
banks to member banks on the basis of their government bond 
holdings had much the same effect. The wide distribution of 
the Liberty Bonds among the population was probably the 
most distinctive feature of the war financing. It converted 
the American people into a nation of investors, and thus re- 
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lieved the strain upon the nation’s banking facilities, that 
would have inevitably resulted in a resort to fiat (7.e., un- 
secured paper) currency. Moreover, unlike the Civil War 
financing, war bonds were not sold at a discount, and no 
agents were employed or commissions paid to market the 
securities. In the short space of seven years since the flota- 
tion of the first issue, all the Liberty Loan Bonds were sell- 
ing above their face value, and in line with the policy laid 
down by Alexander Hamilton, something like $3,500,000,000, 
or almost 15% of the maximum of the debt, was cancelled 
through sinking fund and other redemption provisions before 
the end of 1924. 


Outstanding National Government Bonds.—The long- 
term funded debt of the United States may be classified under 
two headings, viz.: (1) the old issues created before April, 
1917, and (2) the war bonds and subsequent issues. The out- 
standing issues of the pre-war period are shown on page 195. 
Of the so-called “‘old” issues, the Panama Canal bonds, Series 
of 1911, the Conversion 3’s of 1913, and the Postal Savings 
Bonds, are not available for circulation privileges. 

Since the establishment of the Federal Reserve System, 
steps have been taken to eliminate gradually and indirectly 
the circulation privilege from all the outstanding national 
government bonds. The Federal Reserve Act of 1913 
authorized the purchase by the twelve federal reserve banks 
from national banks at par of the Consol 2 per cents and 
the two series of Panama Canal 2 per cents at not to ex- 
ceed $25,000,000 par value of the bonds per year, whenever 
the Federal Reserve Board approves. Of the bonds thus pur- 
chased, when not securing bank notes, the federal reserve 
banks may exchange one-half for the conversion 3’s due 1943 
and one-half for one-year 3% treasury gold notes. Up to 
March 1, 1924, about $55,000,000 of bonds with circulation 
privilege have been thus withdrawn from the public. 


UNITED STATES GOVERNMENT BONDS 195 


Ch. 16] 


oos ‘£18 ‘hz 


SOI ‘Si ‘oaq ajquAed 


vz61 spuog 


oos ‘£18 ‘Fez SPPOI ‘SI ‘oaq 1933" 10 UO alqeUIsepey MV pepuowe se ‘L161 ‘hz “ydag | Aimsevoly ‘s,h “ya0D “Ss “9 
ZSOI ‘SI “490 a[GeAed zZSO1 
00£ ‘gh6‘EgL o00£ ‘z96‘EgL !LVO1 ‘SI “490 104Je 10 uo ajqeuoopoy | %KY pepusure se ‘L161 ‘hz -ydag | —-L61 jo spuog Ainseary 
SEO6I ‘SI 490 s[qeAed 
oSg‘6gr‘rze“9 | oor‘ IgS‘rg6‘g | S€€61 ‘SI *49C 194Je Jo uo v[qeuUIsapoy | % Hr popusure se ‘L161 ‘he “ydag |°****ueo7Ty Ayoqry yoy 
OSz‘gLL‘gl46‘z | OSo0‘OSg‘SLI‘V col ‘SI ydag aqeAeg | %hry popusule se ‘L161 ‘bz “ydag |°- °°" ueoTy Apoqry pry yp 
zvOI ‘SI “AON 9[qQeAed 
. ‘SI “AON Jeqye 10 uO aj/qeules WH pu : ‘Vz ° ‘ ‘ 
oor ‘ILS ‘Pore | 000‘Sog‘ Log ‘Ef LZO1 ‘St Ne a Y,WAV pepusure se ‘L161 ‘bz “ydag |-Auood ‘uvo’T Ayleqvy puosag 
‘LZ61 ‘SI ‘AON 109Je JO UO a]quuUsepoy Wy LIGI “ve “ydag }-*° > uvoT Ayiaqrvy puosag 
LvVOI ‘Sr aunf sjqeAed pepucuwe se 
*£O1 ‘Si ounf Jaze 10 uo aqeutwopey | %Mpv ‘L161 ‘vz “ydoeg ‘L161 ‘bz ‘idy |*"s, {bh peqseauoo puosesg 
LOI ‘Si sunf sjqeAed pepucule se L¥-—z€6r 
‘Z€Or ‘SI ounf 19qze 10 uo ajqemoapoy | % Wr [L161 ‘be “dag ‘L161 ‘hz -idy | jo s, Kr a1qIZISAUOD 
OSg‘€zS ‘1861 | OSS ‘SSh‘6g6‘1 Lv6r ‘Sx sunf aiqeAed LV61 
{Z€61 ‘Si sunf 1937e 10 uO a[qeUIoepoy %Y L161 ‘be “ydag ‘L161 ‘ve Jlidy | -—z£6I Jo s,h ajqrysieauog 
LVOI ‘Si aunf{ s[qeAed 
‘761 ‘SI ounf 19}je Jo uo ajqeulsapay | %%ye LIO1 ‘vz puldy |°°°'* *Lv61-z£6x Jo syEe 
—ueoy Ajioqrvy ys 
apenas O hee aqeAeg JO s[qeWoopey usy A aye yy surzi0yny uBvoTT jo UL 
beO1 “OF j1squisaoN 
SNOILVOITEQ) WAAL~ONOT UVM -LSOd GNV SNVOT ALYAEGIT 
*€z61 araquiaseq “juowelddng Ay pue 93e1g ‘aj2IMO4YD JoLoUDUL PUD 1DIIAIUMOD BY] 5 
00S ‘b6g ‘ gz 00S ‘F6g ‘gz ONsst JO oJep WO1} SIvVaA OF BIGeAEg we ETGU SEE OoCie litte a: spuoq uolsiaAuog 
I161 ‘z youre i 
000 ‘00g ‘6V 000 ‘0000S 1961 ‘I ounf s]qeAeg WE pue ‘O61 ‘V “qay ‘6061 ‘S any |-c ssc: “"*"TIOI satiag 
geOr ‘I “AON 91qGe So6r : 
oor ‘Lb6‘Sz 000 ‘000 ‘Of -Aed !giOI ‘I “AON J993Je o]qeuIsopayy VAX4 ‘IZ ‘09d pue ‘coor ‘gz aunf[ |****---*-+ ++ go6r satiag 
Q£61 ‘1 “Bny a1qGQe So61 . 
Ogi ‘VS6‘gbv og6‘1£9‘PS -Ked ‘o161 ‘1 ‘Bny Jaye aqeursapoy WAt4 Te “09g pas zo6r “gz ounfy |e esas “*QO06I satiag 
:uevo7T [vue eureueg 
006‘ 6gh ‘ gIT oof ‘Sie ‘zor $zOr ‘I ‘qayq 193ye a]qeAeg OnV then eReader OL OT. mace (Ry) nue Spi tea COletORIBOGp 
oSo‘vzl‘6os¢ OST OST OVOS.. Wine atane sigs of61 ‘1 ‘idy ssyye a[qeAeg He pe SAE OOOE CY EMO Ie Teale aces ***O€61 jo sjosuog 
sd See aed fine s]qeAeg Jo squursapey usy AA aqyey py surzu0yyny UeOT JO aI], 


, 'z61 ‘of waAdWAAON ONIGNVISLAG Ladd ONIYVAG-LSIYALN]T AV AA-IUg 


196 CIVIL LOANS [Pt a1 


Liberty Loans.—The various Liberty Loans and other 
long-term obligations of the United States issued since the war, 
as described by the Commercial and Financial Chronicle, are 
shown in the table on page 195. 

To the foregoing securities outstanding may be added ap- 
proximately $3,375,000,000 of Treasury notes, maturing in 
from six months to three years, Treasury savings certificates 
of about $350,000,000 and about $12,000,000 of Postal Sav- 
ings Bonds. The Postal Savings Bonds and the Treasury 
Savings Certificates (which mature five years from date of 
issue and on which compound interest accumulates until paid) 
are distributed chiefly among small investors, but the Treasury 
notes find the best market because of tax-exemption privileges 
among large investors and banks. 

The provisions relating to issue, redemption, tax exemption 
and the like with reference to each Liberty Loan enumerated in 


the foregoing table are summarized by the Commercial and 
Financial Chronicle as follows: 


Liserty Loan oF 1917, First.—Authorized by Act of April 24, 
1917, entitled “An Act to authorize an issue of bonds to meet expendi- 
tures for the national security and defense, and for the purpose of 
assisting in the prosecution of the war, to extend credit to foreign 
governments, and for other purposes.” Under the Act the Secretary was 
empowered to borrow with the approval of the President, up to 
$5,000,000,000, exclusive of the sums authorized by Section 4 of the 
Act (temporary credits to be replaced by Liberty Loans) to meet 
expenditures authorized for the national security and defense and other 
public purposes authorized by law and to issue therefor bonds of the 
United States. The bonds all bear 3%% interest and are payable in 
United States gold coin of the present standard of value, and exempt 
both as to principal and interest, from all taxation, except estate or 
inheritance taxes, imposed by authority of the United States or its 
possessions or by any State or local taxing authority. The bonds do 
not bear the circulation privilege. Provision was made by Section 2 
of the Act for the establishing of credits to and the purchasing of 
obligations of foreign governments, $3,000,000,000, or so much ‘heron 
as might be necessary being appropriated for the purpose. Under 
Section 3 it was provided that payments to the United States on or 
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before maturity by foreign governments for obligations incurred by 
them under Section 2 must be applied to the redemption or purchase 
at not more’than par and accrued interest of any bonds of the United 
States issued under authority of the Act; and if such bonds are not 
available for this purpose the Secretary of the Treasury shall redeem 
or purchase any other outstanding interest-bearing obligations of the 
United States which may at such time be subject to call or which may 
be purchased at not more than. par and accrued interest. 

Under the Act $2,000,000,000 gold bonds, running 15-30 years and 
bearing 314% interest payable semi-annually June 15 and Dec. 15 were 
offered for subscription, denominations of coupon bonds being $50, 
$100, $500 and $1,000, and registered bonds $100, $500, $1,000, $5,000, 
$10,000, $50,000 and $100,000. Subscriptions were received from over 
4,000,000 individual subscribers and aggregated $3,036,226,850. In 
scaling down the allotments to the total offered, all subscriptions up to 
and including $10,000 were awarded in full, but on larger amounts 
the allotments ranged from 60% down to 20.17%. The total of bonds 
issued was $1,989,455,550, but only $1,409,999,550 remained outstand- 
ing Sept. 30, 1923, of 3%s with full tax exemption; in addition 
$8,680,900 appear as First Liberty Loan Convertible 4s; $529,502,300 
as converted 4%s and $3,492,150 Seconds Converted 4%4s. The total 
of the First Liberty Loan issues outstanding, converted and uncon- 
verted, Noy. 30, 1924, was $1,911,523,650. 

Srconp Liserry Loan oF 1917.—Authorized by Act of Sept. 24, 
1917, entitled “An Act to authorize an additional issue of bonds to 
meet expenditures for the national security and defense, and for the 
purpose of assisting in the prosecution of the war, to extend additional 
credit to foreign governments, and for other purposes.” 

The Act authorizes the issuance of not exceeding $7,538,945,460 
bonds, bearing not exceeding 4% interest, in addition to the $2,000,000,000 
bonds issued under authority of the Act of April 24, 1917. Provided, 
That of this sum $3,063,945,460 shall be in lieu of that amount of the 
unissued bonds authorized by Sections 1 and 4 of the Act approved 
April 24, 1917, $225,000,000 shall be in lieu of that amount of the 
unissued bonds authorized by Section 39 of the Act, approved Aug. 5, 
1909, $150,000,000 shall be in lieu of the unissued bonds authorized 
by the joint resolution approved March 4, 1917, and $100,000,000 shall 
be in lieu of the unissued bonds authorized by Section 400 of the Act, 
approved March 3, 1917. 

Section 4 provides for the convertibility of the bonds into any issue 
thereafter bearing a higher rate of interest. Under Section 7 it 1s 
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provided that none of the bonds shall bear the circulation privilege. 
The bonds are exempt, both as to principal and interest from all taxa- 
tion now or hereafter imposed by the United States, any State, or any of 
the possessions of the United States, or by any local taxing authority, 
except (a) estate or inheritance taxes, and (b) graduated additional 
income taxes, commonly known as surtaxes, and excess profits and war 
profits taxes, now or hereafter imposed by the United States, upon 
the income or profits of individuals, partnerships, associations, or cor- 
porations. The interest on an amount of such bonds and certificates the 
principal of which does not exceed in the aggregate $5,000, owned by 
any individual, partnership, association, or corporation, is exempt 
from the taxes provided for in subdivision (b) of this section. 

Under authority of the Act, the Secretary of the Treasury offered 
for subscription on Oct. 1 an issue of $3,000,000,000 or more of 4% 
10-25-Year bonds of the same denominations as the first Liberty Loan, 
reserving the right to allot bonds in excess of $3,000,000,000 to the 
extent of not over one-half of the sum by which the subscriptions 
received exceeded $3,000,000,000. Subscriptions totaled $4,617,532,300, 
or $1,617,532,300 more than the minimum sought, and on the basis 
of 50% of the oversubscriptions, the amount issued was $3,807,865,000 ; 
all those up to $50,000 were allotted in full. Total number of sub- 
scribers was approximately 9,400,000. The total of the Second Liberty 
Loan issues, converted and unconverted, outstanding Nov. 30, 1924, 
was $3,104,571,400. 

Tuirp Ligerty Loan or 1918.—Authorized by Act of April 4, 1918, 
amending the Act of Sept. 24, 1917. Following the general lines of 
the Act which amends it, it authorizes the issuance of not exceeding 
$12,000,000,000 bonds, bearing not exceeding 414% interest, in addition 
to the $2,000,000,000 issued under authority of the Act of April 24, 
1917, but including the bonds outstanding under the Second Liberty 
Loan and the $3,063,945,460 reserved for unissued bonds of earlier 
Acts. 

Section 3 provides that holders of bonds bearing interest at a 
higher rate than four per centum per annum, whether issued under 
Section I or upon conversion of three and one half per centum bonds 
issued under the Act approved April 24, 1917, or upon conversion of 
four per centum bonds issued upon conversion of such three and one 
half percentum bonds, shall not be entitled to any privilege of 
conversion under or pursuant to this section or otherwise. Under 
Section 7 it is provided that none of the bonds shall bear the circulation 
privilege. The bonds are non-conyertible and not subject to redemption 
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before maturity, but are exempt from taxation as indicated above 
under Second Liberty Loan and receivable for Federal inheritance 
taxes. 

Under authority of the Act, the Secretary of the Treasury offered 
for subscription on April 6, 1918, $3,000,000,000 41%4% 10-year gold 
bonds with coupon bonds for $5,000 and $10,000 and registered bonds 
for $50 in addition to the same denominations as the First Liberty Loan, 
reserving the right to allot additional bonds to the extent of full 
amount of any oversubscription. Subscriptions totaled $4,175,650,050, 
or $1,175,650,050 more than the minimum sought, and all were allotted. 
Total number of subscribers was 18,376,815. Outstanding Nov. 30, 
1924, $2,978,776,250. . 

Fourtu Liserty Loan or 1918.—Authorized by Act of July 9, 1918, 
amending previous Liberty Loan enactments. Section I increases from 
$12,000,000,000 to $20,000,000,000 the total of bonds bearing not exceed- 
ing 414% interest that may be issued under the various Acts. Section 
2 increases the loans or credits that may be extended to the Allies 
from $5,500,000,000 to $7,000,000,000, in addition to the $3,000,000,000 
authorized under the First Liberty Loan Act. Section 3 provides that, 
with the approval of the Secretary of the Treasury, bonds, while 
beneficially owned by a non-resident alien individual, or by a foreign 
corporation, partnership or association, not engaged in business in 
the United States, shall be exempt both as to principal and interest 
from any and all taxation now or hereafter imposed by the United 
States, any State, or any of the possessions of the United States, or 
’ by any local taxing authority. 

Under authority of the Act, the Secretary of the Treasury offered 
for subscription on Sept. 28, $6,000,000,000 4%4% 15-20 (optional) 
gold bonds of the same denomination as those of the Third Loan, 
reserving the right to allot additional bonds to the extent of full 
amount of any oversubscription. Subscriptions totaled $6,964,581,100, 
or $964,581,100 more than the minimum sought, and all were allotted. 
Total number of subscribers was approximately 21,000,000. The bonds, 
like all other Liberty Loan issues, are not available for bank note cir- 
culation. 

Supplementary to the passage of the above authorizing Act, there 
was passed and signed by the President on Sept. 24, 1918, a bill designed 
to stimulate sales of Liberty bonds by exempting from the supertaxes 
and from war excess profits taxes interest on a certain amount of 
Liberty bond holdings. The principal provisions of the bill are: 

(1) The interest on an amount of bonds of the Fourth Liberty 
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Loan, the principal of which does not exceed $30,000, owned by any 
individual, partnership, association, or corporation, shall be exempt 
from graduated additional income taxes, commonly known as surtaxes, 
and excess profits and war-profits taxes, now or hereafter imposed, 
upon the income or profits of individuals, partnerships, associations, or 
corporations ; 

(2) The interest received after Jan. 1, 1918, on an amount of 
bonds of the First Liberty Loan converted, dated either Nov. 15, 1917, 
or May 9, 1918, the Second Liberty Loan, converted and unconverted, 
and the Third Liberty Loan, the principal of which does not exceed 
$45,000 in the aggregate, owned by any individual, partnership, asso- 
ciation, or corporation, shall be exempt from such taxes: Provided, 
however, That no owner of such bonds shall be entitled to such 
exemption in respect to the interest on an aggregate amount of such 
bonds exceeding 1% times the principal amount of bonds of the Fourth 
Liberty Loan originally subscribed for by such owner and still owned 
by him at the date of his tax return; and 

(3) The interest on an amount of bonds, the principal of which does 
not exceed $30,000, owned by any individual, partnership, association, 
or corporation, issued upon conversion of 34% bonds of the First 
Liberty Loan in the exercise of any privilege arising as a conse- 
quence of the issue of bonds of the Fourth Liberty Loan, shall be 
exempt from such taxes. 

The exemptions provided in this section shall be in addition to the 
exemption provided in Section 7 of the Second Liberty Bond Act in 
respect to the interest on an amount of bonds and certificates, author- . 
ized by such Act and amendments thereto, the principal of which does 
not exceed in the aggregate $5,000, and in addition to all other exemp- 
tions provided in the Second Liberty Bond Act. 

The amount of Fourth Liberty Loan bonds outstanding Nov. 30, 
1924, was $6,324,480,850, bearing 444% interest. 

The Victory Loan, consisting of three-year notes, matured in 1922. 

TreAsurY Lonc-Trerm Bonp Issug oF 1922.—Under authority of 
the Act of April 24, 1917, as amended, the Secretary on Oct. 9, 1922, 
made an offering of an issue of $500,000,000 4%4% Treasury bonds 
for refunding purposes. The bonds are dated Oct. 16, 1922, and 
mature Oct. 15, 1952, the Government having the option of redeeming 
the bonds on any interest date on or after Oct. 15, 1947, on four 
months’ notice. Cash subscriptions totaled no less than $1,399,851,900. 
It was announced that all subscriptions up to $10,000 would be allotted 
in full. The Secretary also reserved the right to accept additional 
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applications where Victory Notes and Treasury certificates of indebted- 
ness maturing Dec. 15 were tendered in payment. Total allotments, 
both cash and exchanges, amounted to $763,962,300. On Nov. 30, 1924, 
$763,948,300 of the Treasury bonds of 1922 were outstanding. 
Treasury Lonc-TEerm Bonp Issue or 1924.—On Dec. 3, 1924 
another offering of long-term bonds was made by the Secretary of 
Treasury. These consisted of an issue of 4% bonds in the amount of 
$200,000,000 or thereabouts for cash, with the right to allot additional 
bonds to extent that 434% Treasury notes and 4% Treasury certificates 
of indebtedness, both maturing March 15, 1925, or the Third Liberty 
Loan bonds, bearing 414% interest, were tendered in payment. Cash 
subscriptions closed Dec. 4 and totaled $1,400,000,000; the amount 
allotted was $224,513,500. Exchange subscriptions closed Dec. 20 and 
it was then announced that allotments in full reached about $550,- 
000,000. Bonds were issued under the Act of Sept. 24, 1917, as 
amended, are dated Dec. 15, 1924 and mature Dec. 15, 1954, but may 
be redeemed on and after Dec. 15, 1944, in whole or in part, at par 
and accrued interest, on any interest day or days, on four months’ notice. 


Market for United States Government Bonds.—In dis- 
cussing the market for United States Government bonds, 
a distinction should be made between the old issues carrying 
the circulation privilege and the later obligations. The 
former, because of the large demand by the national banks 
seeking a basis of note issue, have for many years commanded 
a high premium despite the low interest rate. In 1922, when 
most 444% Liberty Bonds were selling at a discount, the 2% 
Consols sold from 102% to 104%. These bonds are almost 
exclusively held by the national banks. Thus, the Comptroller 
of the Currency reported that of a total outstanding amount 
of $599,724,050 on July 1, 1924, $589,086,200 were held to 
secure note issues. On the same date, $76,687,050 of the 4’s 
of 1925, were owned by the banks, of a total of $118,489,- 
goo. Similarly, the Panama Canal 2’s, the last issues avail- 
able for the circulation privilege, were almost entirely in the 
hands of the national banks. 

The Liberty issues, as already remarked, are the most 
widely distributed securities in the world. The thrift idea 
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inculcated during the war not only resulted in the widespread 
purchase of the war bonds, but it also gave an impetus to sav- 
ing and investing. The mass of the American people, who 
prior to the war, knew little and cared less about investment 
securities, because of the pride in ownership of their war 
bonds, have in large part, retained their holdings, and (as 
evidenced by the growing demand for bonds of small de- 
nominations) are ambitious to become or remain investors. 
In this respect, they are following the example of the French 
people who, on the whole, are thrifty and select the obligations 
of their national government as the best investment medium. 


The Future of United States Government Bonds.—Fol- 
lowing out the debt amortization policy inaugurated by Ham- 
ilton, the outstanding volume of United States securities is 
gradually being reduced. The interest bearing debt reached 
its peak in 1919, at the end of which year it exceeded twenty- 
five billion. At the end of 1924, it was about twenty-one 
billion. Since a large part of the war debt represents loans 
to the allies, the application of the repayments on this ac- 
count to reduction of outstanding Liberty Bonds may mean a 
more rapid extinction of national indebtedness than contem- 
plated in the sinking fund arrangements proposed by Con- 
gress. Unless in the meantime the cancelled portion is re- 
placed by new issues, the yield on all United States Govern- 
ment bonds, notwithstanding their higher taxability as com- 
pared with municipal government issues, is likely again to 
become so low as to invite purchase only by the very wealthy. 
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CHAPTER .XVII 
STATE BONDS 


Sovereignty of States—The nature of state obligations 
is not generally understood. In most bond classifications, they 
are usually placed in the same general group with municipal, 
county, town, village and school district bonds. As shown on 
page 162, a distinction, however, should be drawn between 
state bonds and the bonds of minor political subdivisions. 
State bonds are similar in character to national bonds. This 
is due as already pointed out, to the position of the states in 
the American scheme of government. 

Students of United States history are familiar with the 
great struggle over the question of states’ rights. Early in 
the history of the Union, some of the states claimed that they 
were sovereign powers and could not, therefore, be sued ex- 
cept with their own consent. When the Constitution was 
first adopted, however, no provision was inserted defining 
state sovereignty, and shortly thereafter states were sued by 
individuals in the federal courts. In 1792, for example, 
Chism, a citizen of North Carolina, brought suit in the United 
States Supreme Court against the state of Georgia and the 
following year was granted a judgment, the court holding 
that under the federal Constitution a state could be sued by 
an individual. This decision created considerable political 
dissatisfaction both in the southern and northern states. The 
Legislature of Georgia expressed its disapproval by at once 
passing an act condemning to death, “without benefit of 
clergy,” any marshal of the United States who should presume 
to serve a process against the state at the suit of an in- 
dividual. The decision led to the unanimous adoption of the 
Eleventh Amendment to the Constitution, which definitely 
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determined that a state could not be sued by individuals or 
private corporations. The amendment reads: 


The judicial power of the United States shall not be construed 
to extend to any suit in law or equity commenced or prosecuted 
against one of the United States, by citizens of another state, or 
by citizens or subjects of any foreign state. 


By this amendment a United States court is prohibited from 
hearing any case in which a private party directly sues a state. 
An individual who holds a repudiated or defaulted obligation 
of one of the United States is thus prevented from taxing 
legal action for his relief directly against a state in the federal 
courts—a very important feature to remember in connection 
with state bonds. 

Although the Eleventh Amendment prevents an individual 
from suing a state in the federal courts or in its own courts 
without its consent, the Supreme Court has held that there 
is no prohibition against a state suing individuals and that 
in such suits appeals can be made by either party to the federal 
courts when a constitutional question is involved. As pointed 


out by Professor Scott in his excellent study of the repudia- 
tion of state debts: 


By virtue of this decision, the federal courts may serve as a 
shield for the protection of the individual when the state attempts 
to prosecute him unjustly, but it cannot help him when the state 
has already done him a wrong, and he seeks redress.2 


Incidental relief, however, against attempt at state repudiation 
of its obligations, have been afforded by the ruling of the 
Supreme Court that individuals may appeal to the federal 
courts in suits instituted against them by the states. The 
Legislature of Virginia in 1871 passed a law making the 
coupons of her bonds receivable for taxes and other dues to 
the state. A new legislature desiring to repudiate the obliga- 
tions, the coupons presented in this way were refused, and the 


1 William A. Scott, The Repudiation of State Debts, p. 12. 
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state tax officials proceeded to levy against the property of those 
who insisted on offering coupons for payments. The Supreme 
Court in a series of decisions, known as ‘The Virginia Coupon 
Cases,”’ declared that a tender of the coupons released the citizen 
from further obligation to pay taxes, and that the law forbid- 
ding the receipt for taxes was unconstitutional. 


One State Suing Another.—States are thus not completely 
freed from legal process under the Eleventh Amendment. 
Moreover, any state is still permitted to enter suit against 
a sister state. The United States Government may also sue 
a state. The federal courts, therefore, can hear and pass 
judgment in a suit in which one state has a claim against 
another because of the latter’s failure to meet its obligations 
ona debt. Thus, the state of North Carolina was at one time 
sued by South Dakota. It had issued certain bonds to aid the 
construction of a railroad and later refused to pay the prin- 
cipal and interest. South Dakota had received as a gift some 
of these bonds and it entered suit against North Carolina in 
the United States Supreme Court to enforce payment of the 
bonds. The court, on February I, 1904, entered a judgment 
against North Carolina. For a time the state ignored the 
judgment. The United States marshal, however, threatened 
to auction off property belonging to the state, and the final 
result was that South Dakota received the full amount of the 
judgment. 

Immediately after this occurred, various states received 
numerous offerings of repudiated and unpaid bonds of other 
states for purposes of collection. The United States Supreme 
Court decision, however, rendered the enforcement of such 
claims impossible unless the ownership of the bonds by a 
state was absolute and the suit was brought entirely and ex- 
clusively for the benefit of the state. A certain New York 
attorney on several occasions offered to pass over some North 
Carolina bonds belonging to clients to several other states 
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with the condition that individuals giving the bonds were to 
receive a certain part of the proceeds in case judgment was 
obtained. None of the states accepted the bonds because by 
the Supreme Court ruling no recovery could be made under 
a conditional gift. Holders of repudiated and defaulted state 
bonds must, therefore, keep in mind that the security of the 
bonds is still largely based on the faith and credit of the debtor 
States. 


State Constitutional Provisions.—States, however, can 
give their consent to private parties to sue them for the re- 
covery of a debt. A number have sought to strengthen their 
credit and make a better market for their own bonds by insert- 
ing provisions in their debt contracts which in essence make 
them suable in case they default on their obligations. The 
constitutions of many of the states sanction this. The pro- 
visions differ widely among the various states and have been 
changed from time to time to meet the borrowing conditions. A 
number of the states have gone to the extent of limiting the 
amount of the state debt. A few constitutions, for example, 
those of Florida, Georgia, Indiana, and Ohio, prohibit the 
state governments from incurring any additional long-term 
indebtedness except for defensive purpose. Most constitutions 
limit the purposes for which indebtedness may be incurred. 
The constitutional limitations on state debts apply in some 
cases to all debts and in others only to debts incurred for so- 
called non-productive purposes. They are generally very severe 
in those states that have come to grief because of reckless 
borrowing in the past. Most state constitutions now prohibit 
the use of state credit to finance private enterprises, such as 
railroads, canals, grain elevators, and similar undertakings. 


Indirect Means of Enforcing Payment—Although private 
holders of state obligations are in many cases prohibited from 
suing directly to recover interest and principal, they have fre- 
quently indirect means open to them for enforcing payment. 
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There is a clause in the federal Constitution which prohibits 
a state from passing legislation impairing the obligation of a 
contract.- As the creation of a debt constitutes a contract, no 
state can legally pass a law nullifying a valid debt. This con- 
stitutional inhibition occasionally opens up a means of enforc- 
ing the payment of a state indebtedness. The obligations of 
some states are issued with a provision that certain taxes are 
to be levied for the payment of the interest and principal of 
that debt, and as this provision is a part of the contract the 
holder of the bond may sue to compel a state official to levy 
the tax, or he can sue the state officer to force him to take 
legal measures for the payment of the debt. This right, how- 
ever, is of limited scope and of doubtful application as will be 
shown below. 

The relief that may be afforded to bondholders under 
the constitutional provision prohibiting a state to pass any law 
impairing the obligation of a contract has been made effec- 
tive by the assumption of jurisdiction by the federal courts of 
suits involving the conflict of state laws with the provisions 
of the federal Constitution. If a state law is declared uncon- 
stitutional by the Supreme Court, the law has no binding 
force and an individual can appeal for protection against any 
act or injury inflicted in executing such a law. The principal 
applies not only to the constitutions and the laws of the states, 
but also to the laws and acts of municipalities and other polit- 
ical subdivisions of a state. Accordingly, in this respect, 
holders of municipal obligations are protected in the same 
degree as state bondholders. In cases involving the interpre- 
tation of state laws with reference to state constitutional pro- 
visions, the Supreme Court generally follows the decisions 
of the highest state tribunals having jurisdiction over such 
matters. When, however, it is a question to which the state 
or any of its political subdivisions is a party at interest, such, 
for example, as a contract between the state and an individual, 
this rule is abandoned and the federal court gives its own in- 
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terpretation of the state law. In this way, bondholders are 
further protected against default or invalidation of their 
securities through state courts declaring the issues as con- 
trary to the state constitutions.” 

It has been argued by some constitutional lawyers that al- 
though the Eleventh Amendment prevents a private party 
from suing a state, the suit may be brought indirectly 
through an action against a state official. The Supreme Court 
decisions, however, do not support this view. In the case of 
Osborn v. United States Bank, the Court states that “as the 
real party cannot be brought before the court, a suit cannot 
be sustained against the agents of that party.” * Moreover, it 
is a firm legal principle that a court cannot exercise an execu- 
tive or ministerial function; that it is limited to judicial 
powers only; and that it cannot interfere with the official dis- 
cretion vested in executive officers. In other words, as stated 
in Board of Liquidation et al. v. McComb,* “A court cannot 
substitute its own discretion for that of executive officers in 
matters belonging to the proper jurisdiction of the latter.” 
But, as stated in the same decision, “it has been well settled 
that when a plain official duty requiring no exercise of discre- 
tion is to be performed, and performance is refused, any per- 
son who will sustain personal injury by such refusal, may 
have a mandamus to compel its performance, and when such 
duty is threatened to be violated by some positive official Act, 
any person who will sustain personal injury thereby . . . 
may have an injunction to prevent it.” ® 

It may be concluded, therefore, as expressed by Scott, 
“that the barriers of the Eleventh Amendment have been 
pierced at only two points: It does not prevent the federal 
courts from entertaining cases brought by statés against in- 

2In the following pages discussing the history of repudiation, it will be noted 


that refusal to pay obligations has generally been on the ground that the laws creat- 


ing the obligations were not in accordance with state constitutional provisions, 
3 Wheat. 738. 


492) Uva 5st 
5 This subject is discussed further in the next chapter on Municipal Bonds. 


Char] STATE BONDS 209 


dividuals, and it does not prevent the courts from pronounc- 
ing an opinion concerning the constitutionality of state laws 
which may be involved in cases which come under their 
jurisdiction, and from thus restraining state officers from 
executing unconstitutional laws.”’ ° 


Limitations on Borrowing and Taxing Power.—It has 
been seen that state credit is based largely on taxing power. 
The Constitution of the United States places no definite limit 
on the extent of taxing or borrowing of a state within its 
respective territory. It can tax its citizens to the utmost. It 
can also tax the citizens of other states residing or deriving 
income within its jurisdiction. A state, however, cannot take 
property without due process of law, nor can it interfere 
with the taxing powers of the federal government. The tax- 
ing and borrowing power of many states moreover is subject 
to their own respective constitutional limitations. In other 
words, maximum debt limit or a maximum tax rate can be 
fixed by state constitutional provisions. 

Aside from constitutional provisions, there are certain 
practical limitations on the borrowing and taxing powers of 
the states. A state cannot force loans from its citizens; nor 
can it very well tax its citizens beyond their incomes. As a 
charge ahead of its funded obligations, the state may use its 
revenues to maintain governmental functions, such as police 
protection, education, administration of justice, and the like, 
just as a private business enterprise that is in bankruptcy is 
required to pay its current expenses to maintain itself as a 
going concern. The creditors of a state, therefore, cannot ex- 
pect under any circumstances to occupy a better legal position 
than the creditors of private organizations. 


History of State Debts.—The history of state debts is 
very interesting. During the Revolutionary War, the several 
members of the confederacy incurred debts to pay their army 


6 The Repudiation of State Debts, pp. 21-22. 
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levies. The aggregate of this indebtedness was estimated at 
$21,500,000. As pointed out on page 188, after the adoption 
of the Constitution, the federal government assumed these debts 
and the individual states were practically free from indebted- _ 
ness. Moreover, about a generation thereafter the states 
received part of the surplus revenues of the federal govern- 
ment. In 1836, $27,000,000 was thus turned over to the 
states.. This gave an impetus to vast schemes of internal im- 
provements. The various states began to build railways and 
canals, and make other costly public improvements. The 
growth in state debts following 1830 was very rapid. In 
the five-year period between 1830 and 1835, twelve states of 
the Union issued new securities aggregating $40,012,769. 
This was increased in the following three years by $107,823,- 
808 additional issues, notwithstanding the receipt oi the fed- 
eral funds of $27,000,000 in 1836. A fever of state ex- 
travagance spread through almost every section of the country. 
It was most pronounced in the newly settled and less de- 
veloped states and territories. These became, in the language 
of Senator Benton of Missouri, “infected with the heresy that 
state debts were state blessings, and rushed into undertakings 
for which they were not ripe and for which the credit system 
had to furnish the means.” The consequence was that at the 
end of 1838 the total of outstanding state indebtedness ex- 
ceeded the maximum federal debt at any period up to this 
time. About one-third was incurred in the creation of state 
banks and the remaining amount largely for the construction 
or aid of canals and railroads. 

Mississippi furnished a good illustration of early state ex- 
perience in lending financial aid to the establishment of banks. 
In 1830, the state chartered the Planters Bank, subscribing, 
through a bond issue, to $2,000,000 of its capital stock. Eight 
years later, 1838, the Union Bank of Mississippi was chart- 
ered in the same way and an issue of $5,000,000 of bonds 
authorized for the same purpose. Both of these institutions 
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met with reverses; the Union Bank failed less than two years 
after its organization, and the Planters Bank soon followed 
suit. The investments of the state in these ventures having 
turned out badly, the natural impulse of the state’s citizens was 
to avoid the assumed obligations. The bonds in aid of the 
Union Bank were sold to Nicholas Biddle, an agent of the 
Second Bank of the United States. They were later de- 
posited by this institution as security for loans in Europe, 
and in this way came into the possession of European banks 
and investors. About the same time, bonds of the Territory 
of Florida also issued in aid of banks and sold abroad were 
defaulted. Thus, foreign capitalists were among those who 
suffered losses from the early repudiation of state indebt- 
edness. 

Many of the early railroads were built through state sub- 
scription, the state governments either issuing obligations to 
pay for the railroad stock, or guaranteeing the securities 
issued directly by the railroad companies. In some cases, 
particularly in the sparsely populated sections, these com- 
panies fared badly and their stocks became worthless. Several 
states in turn defaulted on their obligation to pay interest on 
securities issued for the railroad stocks. Even the bonds of 
the richly endowed state of Pennsylvania, issued for canal 
construction, were in default for a time. Others that had 
defaulted also resumed interest payments or made settlernents 
with their creditors. Certain southern states, however, par- 
ticularly Mississippi, Georgia, Florida, and Alabama, refused 
to recognize the validity of a large part of their railroad aid 
obligations. Foreign investors who had come into possession 
of large blocks of these bonds had some very unkind words 
to say about American honesty. The eminent British essay- 
ist, Sidney Smith, made this repudiation the subject of a 
scathing newspaper article which gained wide circulation. 

A second period of state debt expansion and subsequent 
repudiation occurred principally in the South following the 
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Civil War, largely as the result of economic exhaustion and 
the notoriously extravagant “carpet bag” rule. Most of the 
southern states during the reconstruction period either re- 
fused or were unable to honor the heavy indebtedness that had 
been heaped upon them by the “carpet baggers.”’ Among 
these were Alabama, North and South Carolina, Virginia, 
Georgia, Louisiana, Tennessee and Arkansas. Virginia and 
Tennessee have, however, made settlements with their bond- 
holders, and South Carolina and Louisiana readjusted their 
debts to figures which their resources could support. Similar 
settlements had been earlier made by Minnesota and Michigan, 
the two western states which also became bankrupt by in- 
dulging in extravagant aid to internal improvements. 

The early difficulties in meeting their obligations grad- 
ually led the states to restrict the amount of debt they might 
incur and the amount of bonds they might issue. Probably 
the best and wisest expedient was to make provision for the 


payment of the interest and the principal in the same law 
| that created a debt. Some states, for example, have 


specific tax revenues set aside for the repayment of their 
bonds. This has enhanced the value of the bonds as invest- 
ments. State debts are now issued mostly with sinking fund 
or serial payment provisions to insure prompt payment at 
maturity. In a number of states the constitution forbids the 


creation of a state debt unless provision is made for the pay- 
ment of both interest and principal. 


The Virginia-West Virginia Debt Controversy.—An 
interesting episode in connection with state indebtedness is 
the long drawn out controversy between the states of Virginia 
and West Virginia. West Virginia was admitted as a separate 
state in 1863 by the appropriation of the western section 
of Virginia. Its first constitution provided that the new 
state should assume an “equitable portion” of Virginia’s pub- 
lic debt as of January 1, 1861. Following the end of the 
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Civil War, negotiations for an adjustment of the debt were 
begun between the two states, but it was not until 1919, after 
a long series of decisions and judgments had been rendered 
by the United States Supreme Court, that the final terms of 
the settlement were fixed. However, as early as March 30, 
1871, the legislature of Virginia enacted a law providing for 
the funding of its obligations, and the issue of certificates for 
one-third of its debt, payable in accordance with the settle- 
ment that thereafter should be made in the debt controversy 
with West Virginia. According to the final terms of settle- 
ment, West Virginia was required to pay Virginia $1,100,000 
in cash and $13,800,000 in 34%% bonds. The controversy 
has an important bearing on the policy of the Supreme Court 
in the enforcement of state obligations. Although the court 
rendered a judgment against the State of Virginia, it denied 
the petition for its immediate execution on the ground that 
as a sovereign state, West Virginia would take steps to 
meet the judgment. Thus, the Supreme Court failed in this 
case to point out definite legal remedies to enforce judgment 
obtained against a state for failure to meet its obligations. 


Recent Increase in State Indebtedness.—A fter the south- 
ern states had passed through the reconstruction period fol- 
lowing the Civil War, and investors had unhappy experiences 
in some cases with state securities, the creation of new state 
indebtedness became insignificant. Thus, according to the 
United States Census, the net state indebtedness declined 
from $352,866,898 (or $9.15 per capita) in 1870 to $235,- 
453,594 (or $3.10 per capita) in 1900. There was little 
change in the net amount of outstanding state obligations 
until after the World War. A new impetus was then given 
to state economic activities, and some of the experiences of 
earlier days of state finance seem to have been forgotten. Be- 
tween 1919 and 1924, 33 states had issued soldiers’ bonus 
bonds, aggregating $346,700,000. In addition, other bonds 
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for road building, port development, state bank aid, and 
similar purposes have been placed upon the market. The net 
result has been an increase in state indebtedness to more than 
one billion dollars, an amount in excess of the national debt 
at the outbreak of the war with Germany. Considered by 
itself, this amount is neither large nor excessive. But as 
during the same period the municipalities have also expanded 
their borrowing, and as the municipal issues are a burden on 
the same revenue sources as the state government debts, a 
combination of the two is essential in order to measure the 
public borrowing capacity in relation to economic resources. 


The Purpose of State Indebtedness.—The expansion of 
the governmental functions of the state as well as the methods 
of state finance is well reflected in an analysis of the purposes 
for which the outstanding state debts were contracted. The 
increasing state responsibility for the social and economic 
welfare of its inhabitants; the undertaking of great public 
improvements and the expenditures growing out of the war, 
are indicated in a study of the purposes of bond issues. 

Highway and bridge construction is the leading purpose 
for which the outstanding state debts have been incurred. 
Over a third of the states’ debts have been thus incurred. 
This large percentage is significant when one considers that 
the development of state highway systems is comparatively 
recent. It has been fostered by the federal aid plan for high- 
way building. And yet for all this highway development 
vital to our life and commerce, the per capita debt at the end 
of 1924 was in the neighborhood of four dollars. 

Waterways and harbor improvements come second in the 
list of purposes of state debt issues. 


These issues represent 
about one-quarter of the aggregate. 


The largest individual 
item in any classification is $154,000,000, representing New 
York State bonds for financing its canal projects. 


World War bonus bonds, as pointed out above, have been 
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responsible for about $350,000,000 of outstanding indebted- 
ness, a substantial portion of the total. This, of course, 
does not represent the cost of the war to the states nor even 
all the securities issued for war purposes. These bonds rep- 
resent approximately one-third of all the outstanding debt in- 
curred by the states since the United States entered the war, 
and cover expenditures for welfare work for veterans and for 
war memorials, as well as the cost of armory and hospital 
buildings. The $25,000,000 bond issue of Michigan, the 
$20,905,000 issue of Minnesota, $15,000,000 of Missouri, 
$12,000,000 of New Jersey, $20,000,000 of Ohio, $10,000,- 
ooo of Oregon, $12,500,000 of Washington and $45,000,000 
of New York, all for soldiers’ bonuses, are outstanding ex- 
amples of how the state debts have been affected by the war. 
All of Ohio’s, Maine’s and Washington’s bonded indebted- 
ness is in the soldiers’ bonus issues and all of New Hamp- 
shire’s outstanding securities issued after our declaration of 
war have been for war purposes. 

The paternalistic experiments of the agricultura: states 
are reflected in bonds issued for “agricultural aid’—repre- 
senting about 5% of the aggregate. This includes such items 
as the bond issues for the capital stock of the Bank of North 
Dakota ($2,000,000) and the $40,000,000 or more of South 
Dakota for rural credit aid, as well as aid by various states for 
agricultural experiment stations and forest preserves. 

A close chronological study of the state bond issues show 
that lump sum bond issues for a variety of purposes are de- 
creasing in popularity, bond issues now generally being voted 
upon for specific purposes provided by the state statutes 
authorizing the indebtedness. Moreover, the earlier practice 
of funding into long-term obligations floating debts incurred 
for various purposes or even current expenses, appears to be 
almost extinct. This is an indication of the trend towards 
improved business control and operation of state finances. 
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Providing Means of Payment.—As already pointed out, 
a large part of new state issues are provided with a defi- 
nite source of revenue for their repayment. It is quite com- 
mon to provide an irrepealable tax levy at the time the bonds 
are issued to meet the interest and principal. The tax provi- 
sion in connection with the State of Louisiana Refunding 
Loan of 1914, is a case in point. The loan and the tax levy 
were fixed by an amendment to the State Constitution, and an 
additional clause was inserted that should there be a decrease 
in taxation values of property in the state, the county auditors 
are in duty bound to increase the tax rate to avoid a deficit 
in the revenues applicable to the debt charge. This provision 
cannot be changed by the state legislature, and any bond- 
holder is given the right to sue out a mandamus (i.e., writ 
of enforcement) to compel the collection of the tax. 

New York furnishes an illustration of carefully guarded 
constitutional provision for the protection of holders of its 
obligations. An issue of state bonds, with minor exceptions, 
must be approved by a majority vote of the electors, after 
the measure has passed the legislature and each new issue is 
to be for but a single specified purpose. The legislature is 
required by the state constitution annually to provide for the 
payment of the interest upon and instalment of the principal 
of all debts created on behalf of the state except that incurred 
in anticipation of tax receipts, and in the event of failure to 
make the necessary appropriations, “the comptroller shall set 
apart from the first revenues thereafter received, applicable 
to the general fund of the state, a sum sufficient to pay such 
interest, instalments of principal or contributions of such sink- 
ing fund, as the case may be, and shall so apply the moneys 
thus set apart. The Comptroller may be required to set aside 


and apply such revenues as aforesaid at the suit of any holder 
of such bonds.” * 


* Constitution of the State of New York, Article 7, Section 4. 
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Investment Factors.—At this point some of the factors 
which should be considered in appraising the investment 
qualities of state bonds may be mentioned. The difficulties 
experienced by the states in the early history of the country 
have resulted in the observance by them of sound borrowing 
principles, so that state bonds are now among the safest in- 
vestments. In point of soundness, they rank next to our own 
national government bonds. They are now selling at higher 
prices relative to income yield than Liberty Bonds due to their 
exemption from federal taxes. 


Population and Property Valuation.—As in the case of 
national bonds, the two principal factors are the population 
and the taxable resources of the state. The Census reports 
are reliable for population statistics, but great care should be 
taken in accepting tax assessors’ figures on property valua- 
tions. Tax assessors as a rule do not make close appraisals 
of property value. Moreover, some states have assessments 
at 100% of the real value, while others assess at as low as 
10% or 15%. Thus, a western city is assessed at but 10% 
of real value while New York City is practically assessed at 
100%. It is on such unreliable estimates that the taxable 
resources of a state are generally calculated. 


Profit-Earning Enterprises.—In studying state indebted- 
ness due consideration should also be given to the productive 
and profit-earning enterprises of the state. Some states have 
built canals, docks and water works for purposes of profit as 
well as for the benefit and convenience of its citizens. The 
Port of Louisiana bonds recently issued by Louisiana are 
covered by a profit-making enterprise, the ports and docks 
at New Orleans. Similarly, bonds have been issued by Cali- 
fornia for harbor development. An early example of a public 
income-producing enterprise was the Erie Canal of New York 
State. The tolls which were at first charged for its use were 
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sufficient in time to extinguish the debt created for its con- 
struction. 


Expenditures for Internal Improvements.—The amount 
of a staie’s debt in relation to its expenditures for internal 
improvements is a very important point to consider. It is well 
to know that published figures are often very misleading in 
such matters and the investor must be on his guard. Besides 
productive improvements, consideration should be given to the 
actual net debt of the state; 7.e., the total debt less sinking 
fund assets, when such sinking funds are to be applied directly 


to the payment of the debt. Some states make a practice of 
deducting sinking funds as an offset to the outstanding debts. 


Natural Resources.——More important from an investor’s 
standpoint than even the purpose for which the bonds are put 
out are the natural resources of the debtor states. Some 
western states have profit-bearing resources. Minnesota, for 
example, has its iron ore beds and South Carolina its beds 
of phosphate deposits. The revenue received from such 
sources as an offset to the interest payments on the gross 
debt, also can be used to extinguish the principal. 


Exemption From Federal Taxes.—State bonds have other 
features which affect their value. Among these is their ex- 
emption from federal taxes, which is exceedingly important 
at the present time. It has been held by the Supreme Court 
that the federal government has no power to tax the income 
derived from ownership of state indebtedness or the indebted- 
ness of any subdivision of a state. The power to tax is the 
power to destroy, and the federal government under the Con- 
stitution cannot interfere with the revenues of the states, or 
the states with the revenues of the the federal government. 
Hence, state bonds are exempt from federal taxation, and 


United States bonds are free from all state or municipal taxa- 
tion. 
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Marketability—A feature enhancing the marketability of 
state bonds are the laws of various states, of which New York 
is one, permitting savings banks and trustees to invest in state 
bonds. This privilege has been generally extended to include 
bends of all the states, not excepting states which are under 
the cloud of repudiation. The bonds of certain southern 
states which were held to be in default were illegal as invest- 
ments for savings banks in New York until a recent year, 
when a change in the law limited such defaults to issues 
authorized since 1878. 

Several states, in order to improve the market for their 
own obligations, compel insurance companies and banks to 
maintain a reserve consisting of their respective bonds. For 
example, if an insurance company wants to do business in 
North Carolina, it must deposit with a state official a reserve 
consisting of the state’s bonds. A market is thus accordingly 
created for the securities. State bonds are also held by the 
national banks, particularly when these institutions wish to 
have collateral to place behind deposits of state funds. They 
are also generally acceptable as security for postal savings 
deposits. All these privileges attaching to state bonds give 
them an attractive market. The securities at the present time 
are purchased by most careful and cautious investors. 


REFERENCES 


Bank or America, New York. A National Survey of State Debts. New 
Wonk City 1022.77). 

MatTHeEws, JoHN Masry. American State Government. New York, D. 
Appleton & Co., 6590p. 

Raymonp, W. L. State and Municipal Bonds. Boston, Financial Publishing 
Co., 1923, 388p. 

Scott, W. A. The Repudiation of State Debts—A Study in the Financial 
History of Mississippi, Florida, etc. New York, Crowell Publishing 
Co., 1893, 325p. (An excellent discussion but now out of print.) 

West Virginia Debt Case. Proceedings in the Virginia Debt Case, including 
the opinion of the Supreme Court of the United States. Charleston, 
W. Va., Tribune Printing Co., 1913, 258p. 


CHAPTER XVIII 


MUNICIPAL BONDS 


LEGAL AND ECONOMIC CONSIDERATIONS 


Subdivisions of a State—In the preceding chapter the 
principal distinguishing feature of state bonds was pointed out, 
namely, that a private holder cannot sue a state to recover the 
interest or principal unless the state specifically grants him the 
right. In the case of bonds of counties, municipalities, and 
other state subdivisions, which are generally referred to simply 
as “municipal bonds,” the situation is different. As mentioned 
on page 163, these are obligations of corporations that can be 
sued. Political subdivisions of a state exist as privileged civil 
organizations with all their rights and powers delegated to 
them by the state. Some are formally incorporated, while 
others are not. The courts have generally held that bonds is- 
sued under the authority of the state by an unincorporated body 
politic, without governmental jurisdiction of some sort over a 
prescribed area, are the state’s own obligations. Several years 
ago the Commission of the Port of New Orleans, which is an 
unincorporated political organization created for purposes of 
dock improvement, issued bonds by permission of the State of 
Louisiana. The question arose subsequently whether the bonds 
could be considered direct obligations of the state. It was held 
on good legal authority that they were state obligations, be- 
cause the Louisiana Port Commission though organized under 
the state constitution, was not a corporate body politic. The 
courts, however, have not yet passed on this question, so that 


the definite legal status of the Louisiana Port Commission 
bonds is still undetermined. 


Classes of Political Subdivisions.—The political subdivi- 
sions of a state, for our purpose, may be divided into three 


220 
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classes: (1) Counties and townships; (2) Municipalities 
(cities, towns and villages) and (3) Special districts. The dis- 
tinction is legal and technical and has no direct bearing on the 
qualities or investment status of the obligations. Holders of 
county, school district and city bonds have the same rights of 
enforcement of collection and occupy the same legal position 
with respect to these rights. Counties and townships in many 
cases are not formally incorporated, and may have been created 
merely as a means of local administration of state functions. 
They are, however, from the standpoint of their obligations 
and other liabilities, corporate entities and may sue and be 
sued. 

Counties and townships are distinguished from municipali- 
ties mainly in their basis of organization. The former are 
merely territorial subdivisions of the state. They may be cre- 
ated without reference to population and may even be admin- 
istered directly by state officials. Local self-government of 
counties or townships is an incidental development. Munic- 
ipalities, whether classed as cities, towns or villages, are created 
with reference to population. In the United States they are 
generally incorporated on the petition of the inhabitants and 
are more or less self-governing. Their governmental powers 
are broader and more intense than the mere administration of 
state functions. They generally supply conveniences such as 
the provision of water, sewers, parks, playgrounds and other 
public services. They afford fire and police protection, and 
may even conduct business activities as the ownership and 
rental of docks, ferries, tramways and the like. Several im- 
portant cities of the United States (e.g., Baltimore, Cleveland 
and Cincinnati) have constructed, purchased or promoted rail- 
roads operating outside their own boundaries, in order to pro- 
mote their commercial importance, not to mention the owner- 
ship of vast areas to serve as watersheds and reservoir sites. 
The modern city, therefore, is much of a business organization 
as well as a corporate body politic. All this has an important 
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bearing on their credit standing and the investment qualities of 
their securities. 

The “special districts” in the United States constitute a 
large class of public corporations distinct in type from counties 
and municipalities. They differ from both in that they are 
usually created for the performance of a single governmental 
function. Thus they may be incorporated as school districts, 
water districts, sanitary districts, or any other public purpose. 
Like counties, townships or municipalities, they are allotted 
definite boundaries. These boundaries may coincide with, 
overlap, or consolidate existing boundaries of counties or mu- 
nicipalities. Some, like the Chicago Drainage District, take in 
a metropolis, a county and outlying areas. The Miami Con- 
servancy District comprises parts of nine counties and includes 
the cities of Dayton, Hamilton and Middletown. Others, like 
the Philadelphia and Cleveland School Districts, have the same 
political boundaries as the city. Drainage and irrigation dis- 
tricts in many instances comprise the whole or parts of coun- 
ties, whereas road and bridge districts may cover only a por- 
tion of a township, or a park district comprise only a small 
section of a city. When special districts are created for con- 
structing or maintaining a public improvement or convenience, 
the burden of the cost is frequently assessed against the prop- 
erty in proportion to the benefits accruing from the improve- 
ment, and the interest and principal of bonds issued to cover 
the cost may be made payable only from such assessments, and 
from no other source.! 

The grant of a charter of incorporation by a state to a 
county, municipality or special district is not considered by 
the courts as a contract the obligation of which cannot be abro- 
gated or impaired under Article 1, section 10 of the Constitu- 
tion. This was pointed out in the famous Dartmouth College 
case, which laid down the principle that a corporate charter 


1 Like counties and townships, special districts are not always self governed. 
They may be administered by state officials, or (in the case of districts comprising 
but a part of a county or city) by county and city officials, 
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cannot be revoked unless the state reserves its right to do so 
in the act of incorporation. Accordingly, a state may abolish 
municipalities or subdivide them or alter their boundaries. It 
has been universally held by the federal courts, however, that 
any legislation of this kind which impairs the equity of cred- 
itors or which directly or indirectly invalidates the outstanding 
obligations of the municipalities affected, is in violation of the 
constitutional provision against abrogation or impairment of 
the obligation of a contract. 

The important decision covering this point is the Memphis 
case. In 1879, the City of Memphis, Tenn., lost a large part 
of its population because of a severe yellow fever epidemic. 
Property values in the city limits declined to an extent that 
rendered impossible the payment of the charges on the city 
debt. The state legislature, seeking to relieve the city of its 
debt, formally abolished it as a public corporation. Subsequent 
suit of bondholders in the federal courts, however, ied to the 
decision that the revocation of the city’s charter was uncon- 
stitutional and therefore null and void insofar as it relieved the 
city of its obligations. Accordingly, a settlement with the 
bondholders had to be arranged. The city of Mobile, Ala- 
bama, had a similar experience in 1881. Investors in United 
States municipal bonds, accordingly, are protected equally with 
the holders of state bonds in their rights under the constitu- 
tional prohibition against state legislation impairing contracts. 


Taxing and Borrowing Powers.—Two of the powers that 
are delegated by a state to a political subdivision are: the tax- 
ing power, and the borrowing power. In connection with the 
borrowing power, the courts have generally held that the right 
to borrow by issuing negotiable securities must be delegated 
directly by the state and cannot be implied from a grant of 
other powers. It is otherwise in the case of the taxing power. 
Every political subdivision usually has a right to tax in some 
form. These two powers of borrowing and taxation are the 
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principal factors to be considered in connection with the secur- 
ity of municipal bonds. 

States have found it wise from experience to limit by con- 
stitutional or statutory provision both the taxing and the bor- 
rowing power of municipalities and other bodies politic. The 
State Constitution of New York, for example, restricts county 
and municipal borrowing to an amount not in excess of 10% 
of the assessed valuation. This limitation, however, does not 
apply to indebtedness incurred on account of income producing 
improvements, such as water-works, docks, subways, etc., or 
to loan scrip issued in anticipation of tax receipts. If such 
provisions are merely on the statute books and not in the state 
constitution, they should be closely watched by investors and 
students of bond values, since they are very easily changed. 

The case of Arkansas is interesting in this respect. The 
constitution has a provision prohibiting municipalities from 
issuing any securities whatever. The cities and towns, how- 
ever, are enabled to evade the prohibition by being organized 
into debt districts which are by statute permitted to borrow. 
Moreover, additional borrowing beyond the statutory debt lim- 
ited may be accomplished through the creation of separately 
chartered public corporations having the same boundaries and 
administered by the same officers as an existing municipality. 


Legal Provisions Relating to Issues.—In view of the 
fact that municipalities can be sued and their debt contracts 
are enforceable in the courts, it is very necessary to know the 
legal provisions under which municipal and other civil loans 
are issued if investments in the securities are to be safe. To 
be valid obligations the loans must be issued in accordance with 
these provisions, which may be contained in state constitutions, 
general statutes, or in municipal and local ordinances applying 
directly to the loan, Certain attorneys specialize in furnishing 
opinions on the legality of municipal bond issues, and no issue 
should be placed on the market without procuring a reliable 
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opinion as to its validity. The attorneys carefully study and 
interpret the data upon which they base their opinions. An 
example of such an opinion follows: 


CALDWELL AND MassLicH 
115 Broadway New York City 


New York, June 2, 1919 
Dear eSirs: 
We have examined certified copies of the legal proceedings and other proofs 
submitted to us relative to the issuance and sale of 
$40,000 ° 
City oF Burrato, N. Y. 
Bridge Construction Bonds 
Dated June 2, 1919 
Maturing $2,000 on June 2 of each of years 1920 to 1939 inclusive. 
Principal and semi-annual interest (June 2 and December 2) at 
442% per annum, payable at the office of the Commissioner of 
Finance and Accounts of the City of Buffalo or at the Hanover 
National Bank of the City of New York, at the holder’s option. 
We have also examined one of said bonds as executed (Bond No. D-2412). 
We are of the opinion that such proceedings and proofs show lawful 
authority for the issuance and sale of said bonds pursuant to Chapter 217 
of the Laws of 1914 of the State of New York, and acts amendatory 
thereof, being the Charter of the City of Buffalo, and other provisions of 
law applicable thereto, and that said bonds are binding and valid obligations 
of said city. 
Respectively yours, 
(Signed) CALDWELL AND MassLICH 
City anp County or New York } : 
Ss: 
STATE oF NEw YorK 


I hereby certify that I have compared the foregoing with the original 
opinion of Caldwell and Masslich dated June 2, 1919, and that said copy is 
true and complete copy of the whole and every part of the said original 
opinion. 
(Signed) FreprericK C. MoLier 
(Notary Public) 


Bonds Issued Below Par.—As an illustration of how in- 
vestors in municipal bonds may experience trouble because of 
the failure of the city to comply in every detail with the legal 
requirements connected with their issue and sale, an instance 
in the State of Washington may be taken. The city of Cen- 
tralia issued some bonds that were sold at a discount to the 
highest bidder, i.e., below 100% of their face value. It hap- 
pened that the state had, as it still has, a law requiring munic- 
ipalities to sell their bonds at par or better. Five years after 
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their issue, the Accounting Commission of the state discovered 
that the bonds had been sold at a discount, and the city officials 
were summoned to court for the purpose of invalidating the 
issue. A lower court of the state, however, held that inasmuch 
as the bonds were already in the hands of innocent holders, 
they were valid, but the City of Centralia could and should 
obtain the amount of the discount from the bondholders who 
presented them for payment at maturity. In other words, the 
city was to recover the loss by deducting from the principal 
the amount of the discount. In other similar cases, courts at 
times have held that the bonds were not valid obligations and 
need not be paid. 


“Caveat Emptor.”—In commercial transactions the legal 
principle known as “caveat emptor’’ prevails generally, which 
translated literally means “‘let the purchaser beware.’’ These 
words signify that the buyer can have no redress for errors 
committed in good faith and without any attempt to defraud. 
Accordingly, the bond purchaser should be assured by com- 
petent and reliable authority that the legal provisions relating 
to an issue of municipal and other civil bonds have been fully 
complied with. In applying the principle of “caveat emptor” to 
municipal bonds the courts have been quite lenient to bond- 
holders, holding in many decisions that when the bonds passed 
to the hands of innocent holders, even though the legal pro- 
visions were not complied with, they became valid obligations 
of the municipality. Moreover, states and municipalities in 
order to maintain their credit sometimes have validated out- 
standing issues which have been judicially declared as not hav- 
ing been issued in compliance with the law. 

To assist investors in making safe investments in munic- 
ipal bonds, trust companies and other financial organizations 
have taken on the function of registering and certifying au- 
thenticity of the bonds. The United States Mortgage and 
Trust Company of New York makes a specialty of this service. 


Ch. 18] MUNICIPAL BONDS 227 


The certification, however, is not conclusive. It merely sig- 
nifies that the signatures attached to the bond and the certifi- 
cate itself are genuine. In order to avoid forgeries of bonds, 
municipalities, like private corporations, generally have trust 
companies or other agencies register the bonds and act as 
transfer agents. 


The Bond Recitals—A municipal bond commonly bears 
upon its face a reference to the statute and ordinances author- 
izing the obligation and a recital to the effect that all the con- 
ditions, acts and things required by the constitution and stat- 
utes of the states “to exist, to have happened and to have been 
performed precedent to and in the issuance” have happened 
and have been performed, and that the indebtedness of the mu- 
nicipality, including the issue of which the bond is a part, is 
within every debt and other limit prescribed by the constitution 
and laws of the state. An example of such a “recital” follows: 

It is hereby certified and recited that all acts, conditions and 
things required to be done, precedent to and in the issuance of 
this bond, have been properly done, happened and been performed 
in the regular and due form as required by law; and that the 
total indebtedness of said Board of Education, including this bond 
and the series of which it forms a part, does not exceed any con- 
stitutional or statutory limitation; and that due provision has been 
made for the collection of an annual tax sufficient to pay the 
interest on this bond as it falls due and also to constitute a sinking 
fund for the payment of the principal hereof at maturity. 


When properly signed and certified, this recital is valid when 
the bonds are in the hands of a bona fide holder even though 
the provisions of law and the acts recited to have been per- 
formed have not been carried out. As stated by Judge Dillon: 


If a municipal corporation, having general authority to issue 
bonds for specified purposes, puts forth a negotiable municipal 
bond issued for a lawful purpose, and therein recites, through its 
duly authorized officials, whose province and duty it is to ascer- 
tain and peculiarly to know the facts, compliance with the specific 
provisions of the law essential to the issuance of the bond, the 
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municipality is, as against a bona fide holder of the bond, pur- 
chasing for value, and on faith of the recitals, estopped to deny 
the truthfulness of the recitals.’ 


It should be borne in mind that the foregoing rule applies 
only when the bonds are in the hands of “holders in due 
course’ for value, i.e., investors and others who have not pur- 
chased the obligations directly from the debtor municipality, 
but who have obtained them from others through a bona fide 
transfer for value. This is in line with the negotiable instru- 
ments law of most of the states, which provides no defense to 
a suit for payment of a negotiable instrument that is valid in 
its inception when it is in the hands of one who has acquired 
it before maturity for value and without notice of any defects 
(1.e., without recourse). The protection afforded a bond- 
holder under this provision, it should be borne in mind, is lim- 
ited only to negotiable obligations that are valid at their incep- 
tion. In other words, should obligations have been issued 
without proper legal authority or in excess of prescribed 
amounts or contrary to any legal or constitutional provisions, 
they have no validity unless they have been validated subse- 
quent to issue by a legislative act. 

That the courts are not disposed to declare municipal bond 
issues to be void on account of inaccurate recitals which do not 
go to the substance of things is shown by reference to Supreme 
Court decisions. In the case of Board of Education v. Dekay,? 
the validity of school bonds was questioned because they recited 
issuance under authority of “An Act to Organize Cities,” etc., 
when the citation should have been to an “An Act to Incor- 
porate Cities,” etc. The Supreme Court held: 


This is trifling. ... An error in copying into an instrument 
a single word in the title of a statute does not vitiate the 
deliberate acts of the proper officers of a municipality as expressed 
in the promise to pay which they have issued for money borrowed. 


2 This is known as “Dillon’s Estoppel Clause.” 
3148 U. S. 501. 
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In the same decision, it was held that even though a city and 
a school district were distinct corporations, bonds issued in the 
name of the city were not invalid as misreciting the name of 
the true obligor, when, 


It is clear that the school district and the city were coter- 
minous; that, by the act of 1868, the Board of Education were 
authorized to borrow on the credit of the school property, with 
the consent of the city council, and to issue bonds in payment 
therefor. ; 


In the case of D’Esterre v. City of New York,‘ the United 
States Circuit Court of Appeals, Second Circuit, said: 


A recital is valuable as affording the basis of an estoppel when 
it is alleged by the municipality that conditions precedent to the 
exercise of the power of creating bonds, prescribed by statute, have 
not been complied with, but otherwise it is of no significance. 


The Economic Basis of Municipal Borrowing.—(1) 
TAXABLE VALUE OF Property. The chief sources of in- 
come of municipalities and other political subdivisions of the 
states is the taxable property within the boundaries of each. 
The value placed upon such property for taxation purposes is 
known as the “assessed valuation.” This appraisal is fre- 
quently a matter of guess work or computation on the part of 
local officials. Local assessors in most states are petty elected 
officers, whose duties are of a temporary nature and whose pay 
is comparatively poor. As local officials, they are primarily 
influenced (a) by the relative need for revenue of their com- 
munity, and (b) by the desire to keep the general valuations 
low to reduce proportionally the tax levies of the larger polit- 
ical subdivisions, 1.c., the county and the state, which are made 
on the basis of the local appraisals. 

In order to eliminate disparities as between communities 
and political subdivisions, most of the states have established 
both state and county boards of equalization, whose duty is to 


£104 Fed. 605. 
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equalize the basis of assessment within their respective juris- 
dictions. The work of these state commissions on the whole 
has produced excellent results, particularly in determining the 
relationship between assessed value and real value, but little 
has yet been accomplished in bringing about a uniform and 
universally satisfactory basis of appraisal. Accordingly, the 
figures of assessed valuation, as commonly published in mu- 
nicipal bond circulars and financial manuals, should not be ac- 
cepted without consideration of the basis of assessment and 
other local conditions which influence the appraisal. 

The figures of assessed valuation, whatever their basis may 
be, are universally employed by the state in placing a legal limit 
on the debt creation of their political subdivisions. Thus, New 
York limits by constitution provision the debt of cities and 
counties to 10% of the assessed valuation. Villages are also 
limited to 10% by a law passed in 1909,” but towns are ap- 
parently without such legislative restriction. Massachusetts in 
1913 placed a general limit on cities to 244% and towns to 3%, 
but additional debt within certain specified limits may be in- 
curred for special purposes, such as for acquiring public utili- 
ties, playgrounds and the like. Almost all states exclude from 
the debt limitation obligations issued or outstanding for water 
works or other self-supporting activities. Inasmuch as local 
valuations of taxable property can in many cases be raised 
merely for the purpose of affording greater borrowing 
capacity, the statutory restrictions may act as a deterrent but 
not a preventive against excessive municipal debt. The laws 
of several states (e.g., New York, Massachusetts, New Jersey) 
respecting investments by savings banks and trust funds in 
municipal securities are also based on the ratio of the debt to 
assessed valuation. However, as state banking officials are 
_ given some discretion in judging the validity of the reported 
amounts of both debt and the value of taxable property, the 


5 See Section 130 of Chapter 64, 


New York Laws of 2 
139, Laws of 1923. >t 1909, amended by Chapter 
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limitations imposed by the banking laws are more effective in 
their application than the state statutes limiting the amount of 
local indebtedness. 

(2) Tue Tax Ratz is closely related to the problem of 
assessed valuation. In most states, the municipalities are lim- 
ited to a legal maximum ad valorem tax rate levied on prop~ 
erty. When a tax rate at or near the maximum prevails, the 
natural tendency of local assessors is to increase the basis of 
the assessment. On the other hand, when local expenditures 
warrant a lower tax rate, the rate may be purposely kept high 
and the assessed valuation lowered in order to reduce the actual 
payments that the local taxpayers are called upon to make to 
the state or to some other taxing district. It was to avoid this 
subterfuge that in 1910 the Legislature of Ohio enacted the 
so-called Smith 1% Tax Law, which limited the tax rate of 
cities in the state to 1% of the assessed valuation. Alabama 
also for a number of years prior to 1919 limited severely the 
tax rate of its municipalities, thereby causing a pronounced im- 
pairment of their credit. 

Another factor influencing the tax rate of municipalities 
is the relative amount of personalty included in the tax levies. 
The modern tendency in large cities and in the well settled sec- 
tions of the country is to place a larger proportion of the tax 
burden on real property and to depend less on the taxation of 
personalty. Thus, New York City, which in 1897, appraised 
personalty subject to taxation at $419,679,385, in 1924 re- 
ported but $231,174,150, or about half the amount. In the 
meantime, however, realty valuation had multiplied four-fold. 
The total equalized assessed valuation of taxable property in 
the state of New York in 1923 was reported by the Tax Com- 
mission as $16,223,729,387, of which personalty was but 
$228,695,426, or slightly less than 114%. This compares with 
about 4% a decade previously. According to the latest United 
States Census figures, Massachusetts, with a total of $5,015,- 
030,578 subject to general property tax, valued personal prop- 
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erty at but $852,555,128. Texas, on the other hand, in the 
same year, reported a total of $3,390,953,149 subject to the 
general property tax, and personalty at $944,468,788, or about 
28% compared with but 17% in Massachusetts.° It is accord- 


COMPARISON OF CoMMISSION TAX RATES FOR CITY PURPOSES ON 
REAL AND PERSONAL PROPERTY 


(Occupation and Occasionally Poll Taxes are Levied in Addition) 


Cedar Des Fort 
Rapids Moines Dallas Worth Galveston 
Tax rate for city purposes, exclu- 
SIVG OF SCHOOIE. Dyce ces cae 3.99 R275 I.50 Tears 1.67 
Present basis of valuation: 
a—Law requirement......... 100% 100% : 
b==Practicn we a ance 75% 80% 60% 66 23% 6633% 
Percentage of valuation assessed. 25% 25% 100% 100% 100% 
Percentage of market value ass’d.| 18.75% 20% 60% 66 24% 66 24% 
Tax rate for city purposes re- 
duced to uniform basis of 
100% valuation and 100% as- 
SORSINCNT enti ae .748 -742 90 6! 1.16 T.t2 
Hunting- Kansas a 
Houston ton City Topeka Wichita 
Tax rate for city purposes, exclu- 
GIVE OF SCHOO cn cada cena e age 0.57 0.915 0.80 0.68 
Present basis of valuation: 
a—Law requirement......... 100% 100% 100% 100% 100% 
De RraGticecnense vi Aerie carn ct ( 40% ) 85% 80% 90% 100% 
average 
Percentage of valuation assessed.| 100% 100% 100% 100% 100% 
Percentage of market value ass’d. ( 40% ) 85% 80% 90% 100% 
average 
Tax rate for city purposes re- 
duced to uniform basis of 
100% valuation and 100% as- 
SESCMIE I Wi ni viyy creterer CW ellie als sites -52 -48 81 A) 68 


ingly apparent that in the southern and western states where 
the need of revenue in relation to property values is more in- 
tense than in the well-settled eastern sections, that personalty 
bears a larger share of the tax burden. 


In view of the disparities in methods of appraising prop- 


“See Financial Statistics of States, published by the U. S. Census Bureau. 
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erty values for taxation purposes, together with the varying 
methods of applying the tax rate to the assessed values, the 
actual tax rate in many cases differs widely from the nominal 
rate. It is for this reason that a municipality with an appar- 
ently high tax rate may be taxing its citizens less than another 
with a nominally low rate. A study bearing on this point was 
made several years ago by Mr. Bruere in his book on City 
Commission Governments. Of the ten cities listed in the ac- 
companying table, the nominally high tax rate of Cedar Rapids 
of $3.99 is in comparison with the other cities among the 
lowest in the group. This is largely because at that time cities 
in Iowa were required to base the rate on but one-fourth of 
assessed value. 

Tax rates of municipalities are to a minor degree affected 
by the available revenues supplementary to a general property 
levy. A number of cities in the different states have incidental 
sources of revenue that tend to relieve the burden on property 
values. Income from water systems, and other public utilities, 
rentals of docks, markets and other privileges, special license 
taxes, etc., all go toward meeting governmental costs. These 
revenues, however, will in the long run, not reduce the tax rate 
unless the receipts are sufficient to cover all expenses in con- 
nection therewith, including the interest on, and amortization 
of, the debt or capital outlay. Up to the present, few munic- 
ipalities have shown clear net profit from the operation of 
utilities, and in a number of cases, as for example, the subways 
and ferries of New York City, actual financial loss has been 
incurred.’ Owing to the unsatisfactory methods of municipal 
accounting, it has been exceedingly difficult to determine the 
profitableness or unprofitableness of what the British call “mu- 
nicipal trading.” 

A still further element influencing municipal tax rates is 
the relation between local and state taxation. The common 


7 These losses, however, may have been more than offset by the increase in assessed 


valuation arising from rise in real estate values as a result of the extension of public 
services. 
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practice of American states has been to levy state taxes inde- 
pendently of the local levies, but on the basis of the local 
assessed values. Several of the states, however, apportion a 
part of the state revenues to its municipalities or other bodies 
politic. This is the case in Wisconsin, New York, Minnesota, 
and Iowa, in which the state authorities collect taxes directly 
from certain corporations, such as railroads and utilities, etc., 
and reapportion a part thereof to the communities. Wisconsin 
and New York also levy state income taxes, a part of which is 
returned to the municipalities. If these payments are sub- 
stantial, they may effect a noticeable reduction in the tax rate. 

Another factor to be considered in an analysis of tax rates, 
outstanding debts and assessed valuations, is the number of 
overlapping or coinciding taxing jurisdictions covering the 
same territory. Thus, the normal tax rate of the City of New 
York is much higher than that of Chicago. The City of New 
York, however, out of its own revenues supports the counties 
within its borders and bears the costs of the schools, the parks 
and the sanitation system. These expenses the municipality of 
Chicago escapes because the separately incorporated taxing dis- 
tricts bear these costs. In addition to levying their own taxes, 
these superimposed municipal entities have their own debts, so 
that a comparison of the ratio of New York’s debt to that of 
the City of Chicago would be inaccurate and deceptive unless 
the debt of Cook County, together with the Chicago Drainage 
District, the Chicago School District, the park districts, and 
other separately incorporated taxing authorities in Chicago's 
territory were included. 
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CHARTEReSe. 


MUNICIPAL BOND ANALYSIS 
POLITICAL STATUS OF DEBTOR 


Legal Character and Credit Standing—As already 
pointed out on page 221, the political character of the issuing 
political unit is immaterial as affecting the legal nature or 
financial standing of their obligations. The economic factors 
in relation to each group are of considerably more importance. 
In other words, it is of small consequence to an investor 
whether he holds an obligation of a county which has never 
been formally chartered as a public corporation, or of a 
metropolis which has received a legislative grant of powers 
and privileges sanctioned by the majority vote of its citizens. 
In both cases, he holds a promise to pay of a public corpora- 
tion legally responsible for its duly authorized liabilities, and 
which can be sued in a court of competent jurisdiction. As 
with business concerns, however, the leading factor in the 
credit standing of public corporations of every character are 
the financial resources and the honesty and efficiency record 
of the debtor. Accordingly, it is misleading to grade the in- 
vestment qualities of municipal obligations in general on the 
basis of the political status of the obligor. 


County Bonds.—There is a wide range in the quality of 
county bonds. In the New England states, counties, though 
functionally restricted largely to judicial administration, are 
supervised closely by the state governments, and their obli- 
gations are accordingly of a high investment character. In the 
agricultural states of the South, the governmental activities of 
the counties are broader and more intensified than in the in- 
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dustrial states of the north, with the consequence that southern 
states county bonds rank higher than those of their smaller 
cities and special districts. In the sparsely populated western 
agricultural states, where county government has not been 
developed to the same extent as on the Atlantic Seaboard, 
and where the county’s economic functions have been re- 
stricted, ramshackle county administration has been most pro- 
nounced. The credit of many of these counties has not as 
high standing as that of the cities and towns in the same 
region. 

As an aid to the analysis of their bonds, counties may be 
separated into four groups, viz.: (1) metropolitan counties, 
(2) urban counties; (3) suburban counties, and (4) rural 
counties. 

Metropolitan counties are relatively few in number. They 
comprise those whose geographical area is largely covered by 
an important metropolitan city. The four counties of Greater 
New York, the two counties of Boston and suburbs, Cook 
County in Illinois (comprising Chicago) Allegheny County 
(comprising Pittsburgh), and St. Louis County, are within 
this class. Urban counties, though in many instances difficult 
clearly to separate from metropolitan counties, may be said 
to comprise such as have within their territory one or more 
cities, the combined population of which exceeds the number 
of the rest of the inhabitants within the county. Onondaga 
and Monroe Counties, New York are examples. The former 
has Syracuse and the latter the city of Rochester within their 
respective borders. Cuyahoga County which takes in the 
City of Cleveland, and Fulton County, Georgia, the seat of 
which is Atlanta are other counties of this type. With the 
growth of residential communities around great cities, 
suburban counties are becoming increasingly numerous. Ex- 
amples of these are Nassau and Suffolk Counties on Long 
Island, Westchester County lying north of the city of New 
York; Bergen County in New Jersey, Baltimore County in 
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Maryland which borders on the City of Baltimore and Mont- 
gomery County, Maryland, adjacent to the District of Col- 
umbia. The land values and other taxable resources of these 
counties are naturally the result of proximity to large centers 
of population. The rural group comprises the bulk of the 
counties in the southern and western regions. There are, 
however, a number in the northern states, such, for example, 
as Warren and Essex Counties in New York, Pike County 
in Pennsylvania, and Sussex County, New Jersey. The dis- 
tinguishing feature of rural counties is the predominance of 
the rural population, and the absence of a population center 
that can be properly called a city. 

As a general rule, it may be stated that the larger the 
urban or suburban population of a county, the greater will 
be its material resources, and, as a logical sequence, the 
greater its taxation ability. Industrial and residential land 
values are much greater relatively than agricultural land 
values. Moreover, it is a well demonstrated fact that the 
percentage of the assessed values to the market value is higher 
in towns than in the agricultural sections. To all this should 
be added the more efficient financial administration and super- 
vision in urban counties. County government, as a whole, in 
the United States, has been lax, and the record of maladminis- 
tration, waste, defaults and repudiations in the rural far ex- 
ceeds that of the urban counties.' 

In several urban counties, the cities and towns collect the 
county taxes as a part of the local levy, thus assuring a 
greater certainty of county revenues. On the other hand, 
counties in some states levy the township taxes, and in this 
way are not deprived through local tax manceuvering of a 
proper share of the public revenue. The expense of county 
government in the City of New York is borne directly by the 


- 1 For examples, see Chamberlain, The Principles of Bond Investment. See also 
The County a Neglected Factor in American Government” published in the Annals 


of the American Academy. Also a pamphlet entitled “Ramsh 
ment’’ published by The National Municipal League. amenaclle cone eee 
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municipality. Boston also receives into its treasury all the 
income of Suffolk County (which contains besides Boston 
the cities of Chelsea and Revere), and pays all the county ex- 
penses. In both instances, the county debts have been assumed 
by the city government. As the City of Philadelphia is co- 
extensive with the county, the county is under city control 
and has no separate debt. 

It should not be understood that all rural counties have 
inferior credit standing. Many of these because of the 
mineral and agricultural wealth within their boundaries, 
possess ample revenue resources. Moreover, rural counties 
may be fortunate in being traversed by expensive railroads or 
contain large hydro-electric and other public utility properties, 
the taxable values of which furnish a source of income where- 
ever the counties are permitted to tax these directly. The 
taxation of mining properties and mineral and timber lands 
may also be an element of financial strength. All these mat- 
ters require investigation on the part of the careful investor. 
Bond circulars advertising county bonds rarely fail to mention 
these facts, since they are strong selling points in the dis- 
tribution of municipal securities. 


City, Town and Village Bonds.—F rom the viewpoint of 
municipal finance, cities, towns and villages differ from one 
another only in size. As pointed out on page 221, they are 
in most cases politically distinguished from county and town- 
ship in being voluntary corporations created on petition of, 
or with the sanction of the inhabitants. This distinction, 
however, has no financial significance; neither should the 
designation “city,” “town,” or “village’’ have any influence 
in grading or ranking municipal obligations. The states of 
the Union follow no definite specifications that distinguish 
cities from towns or towns from villages, and even in the 
same state, municipalities are chartered as cities, which from 
the standpoint of population, are smaller in size than many 
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of the towns or even villages. Thus, the Village of Peek- 
skill in New York has a population in excess of 16,000, 
whereas Oneida, New York, incorporated as a city in IgoO1 
has about 10,000 inhabitants. In the western states, muni- 
cipalities designated as cities are in many cases less in popu- 
lation than the minor villages of the East.” 

As the creation of municipalities by state charters is gen- 
erally based primarily upon population, and not upon area, 
cities, towns and villages almost always form a part of an- 
other political subdivision, toward the support of which its 
property owners and inhabitants must contribute. It is these 
larger political subdivisions, as well as co-extensive and over- 
lapping municipal corporations which complicate the accurate 
measurement of the relation of net debt to size, wealth and 
taxable resources. No better illustration could be furnished 
of this than a comparison of the wealth, debt and taxation of 
the cities of Chicago and New York. Aside from its con- 
tribution to the state’s revenues, New York City’s assessed 
valuation, its tax rate and its debt are all its own. It has 
merged the county organization in its own government; it 
has no separately incorporated ‘‘school district’? or any other 
specialized public corporation within its borders which has 
equal taxing and debt-creating powers with the municipality. 
In addition, it maintains docks and other public works which, 
in a number of states, are owned and conducted by state govern- 
ments or by specially created districts. The City of Chicago, 
on the other hand, submits to the taxing power of its county 
and it ratably contributes to the service the county debt. The 
inhabitants, moreover, support separate school and park dis- 
tricts possessing taxing and debt creating powers. The city 
is within a sanitary district, a road district and a forest reserve 


2The United States Census in its investigations of local public finance, fixes the 
minimum population of a city as 30,000. As the creation of cities is usually by 
petition of the inhabitants, these are naturally not disposed to request incorporation 
unless there are political or economic advantages in having a city charter. 
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district. Altogether, there are seven different general prop- 
erty tax levies in Chicago, and corresponding kinds of local 
taxes are borne by the people of Chicago, which are combined 
in the general property tax levied in the City of New York. 


Additional Investment Factors.—Aside from the con- 
siderations of size and of co-extensive and overlapping polit- 
ical subdivisions, important favorable factors in gauging city 
credit are: 


1. The elements promoting permanency and growth as a 
population center, such for example, as favorable 
geographical location, transportation facilities, commer- 
cial and industrial development, etc. 

2. The assessed value of property in relation to the real 
value, the tax rate and the net debt, together with 
the incidental and collateral revenue resources of the 
city government. 

3. The successful operation of utilities and other public 
property. 

4. Absence of severe legal restrictions on taxing and 
borrowing. 

5. Administrative honesty and efficiency. 


Each of these will be considered in turn. 


1. The permanency and growth of large centers of popu- 
lation in America and Europe are among the most distinctive 
phenomena of modern times. The localization and concen- 
tration of industrial production, the constant improvement in 
transportation facilities, and the long distance transmission of 
power seem to point to a continuation of city growth. There 
is, however, a severe regional commercial and industrial com- 
petition which retards the growth or reduces the importance 
of some population centers to the advantage of others. Thus, 
the City of Cincinnati, following the Civil War, was unable 
to keep pace with the growth of other industrial centers in the 
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same region because of the ‘decline in river traffic and the 
lack of adequate railroad connections. In order to overcome 
the handicap, the city built at its own expense, and through 
the sale of bonds, the Cincinnati Southern Railroad. Other 
cities have had to expend large sums in the creation of port 
facilities in order to compete successfully with commercial 
rivals in attracting trade. As the cost of these improvements 
is generally met through bond issues, the creation of debt for 
such purposes involves much the same investment risk as the 
application of capital funds to the expansion of business con- 
cerns. 


2. The assessed value of taxable property in relation to the 
debt of municipalities is the most widely used medium for 
analyzing municipal credit. The effectiveness of these factors 
has already been discussed in the previous pages. It may bear 
repetition here, however, to again point out that the figures of 
assessed valuation, gross and net indebtedness, tax rates, etc., 
require most careful sifting. In every case, inquiry should 
be made regarding the basis of valuation (7. e., its proportion 
to real value); the number of co-extensive and overlapping 
political subdivisions, which also levy taxes on the assessed 
valuation; the actual tax rate as distinguished from the 
nominal rate (see page 233) and the amount, purpose and 
nature of the outstanding obligations, together with sinking 
funds and other provisions for debt amortization. 


3. With the intensification of municipal activities, a large 
part of outstanding municipal obligations have been created 
for acquiring and operating public utilities. All this to some 
degree involves municipal bondholders in the risks and uncer- 
tainties which are present in private business undertakings. 
However, utilities are frequently essential to municipal 
growth, and when private enterprise is unwilling or incapable 
of performing the services adequately, the municipality may 
be justified in applying its credit to this purpose. The failure 
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to earn a direct. income from this source is not always an in- 
dication of unsuccessful public operation, particularly when 
the utility furnishes a means of maintaining or increasing 
taxable property values. On the other hand, heavy indebted- 
ness incurred for the construction of utilities which cause 
large losses in operation and which could be conducted more 
efficiently under private ownership is a factor of credit impair- 
ment that should not be overlooked. 


4. Taxation is a legislative function delegated to munic- 
ipalities by the states. The latter, by constitutional pro- 
vision or by statute can limit the taxing power in every detail, 
and the judicial branch of the government cannot overide or 
alter these limitations if not contrary to the Federal Consti- 
tutional provision denying the right of states to impair the 
obligation of a contract. Accordingly, a severe limitation on 
municipal taxing power by restricting revenues available for 
the payment of interest and the amortization of principal of 
obligations has the same adverse effect on municipal credit 
as earnings losses have on the securities of business concerns. 
Although a maximum municipal tax rate at times may be 
overcome by arbitrary increases in assessed valuation of tax- 
able property, an approach toward the maximum rate of tax 
levy is a danger signal to bondholders. The straight-jacket 
Ohio tax laws is a case in point. The inability of Ohio 
cities to increase their levies beyond the prescribed maximum 
rate on assessed valuation led several important Ohio munic- 
ipalities into a condition of insolvency. According to a com- 
putation of the Ohio Institute, of Columbus, Ohio, forty-eight 
out of eighty cities in Ohio in 1924 spent more to meet debt 
charges than for operating costs, notwithstanding that the 
yearly net addition to municipal bonds of each city is limited 
to % of 1% of the total duplicate valuation limit set by the 
state law. Although staying inside this margin, Ohio cities 
incur debt charges which cut into current income, thus re- 
ducing the amount available for operating expenses, since 
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both debt charge and expense, except where a supplemental 
tax levy has been authorized, must come out of the maximum 
1% tax rate that had been set by the state legislation.® 


5. Contrary to the general belief, political corruption and 
inefficiency or dishonesty in administration have had less in- 
fluence on municipal credit than the other factors enumerated 
above. The uninterrupted payment of obligations by New 
York City during the Boss Tweed domination, and the finan- 
cial integrity of Philadelphia under boss rule are illustrations 
of the maintenance of fairly sound municipal credit with rank 
corruption in government. The probable explanation lies in 
the tremendous resources of cities in which graft and other 
adverse political conditions have prevailed. When municipal- 
ities are growing rapidly and adequate revenue resources pre- 
vail corruption is likely to gain greater headway than in cities 
and towns of slow growth and settled conditions. Moreover, 
corruption, graft and extravagance in municipal affairs are 
temporary situations, readily overcome through public opinion 


voiced at the polls and through checks prescribed by state 
legislation. 


Special District Bonds.—Special districts, as public cor- 
porations, have one distinguishing feature. They are created 
for a single governmental purpose only. The variety of these 
purposes have been increasing. Today, there are hundreds of 
millions of bonds of drainage, irrigation, port, bridge, road, 
fire, water, sea-wall and bulkhead, sewage, lighting and other 
improvement districts outstanding, as well as the older and 
more common forms, such as school and road districts. These 
districts, for purpose of bond analysis, may be separated into 
two groups: (1) those that are permanent in character, and 
created for a specialized administrative purpose, and (2) 
those that are more or less temporary, and created to provide 


The portion of the municipal tax dollar availabl i i 
} of the 2 e for operating purposes in 192 
ee larger ie ee were Bai 51%; Cincinnati, 56.4%; Cleveland, 60 oe 
olumbus, 55.4%; Dayton, 40.3%; Hamilton nO Joie) ei ; t ‘ , 
oad Veunsneaie te » 33.6% ima, 21.6%; Toledo, 51.9% 
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and maintain a public improvement. The most numerous of 
the first class are the school districts. These, in some cases, 
administer the public schools in the largest cities. Philadel- 
phia, Cleveland, Kansas City, St. Louis, and Los Angeles are 
a few of the large municipalities which conduct public educa- 
tion through separately incorporated public bodies politic. In 
rural sections, the school districts are among the most im- 
portant of the debt creating municipal corporations. Some 
are limited in territory to a township or less. Others are 
organized on the county unit basis, comprising all the schools 
in the county’s territory. Based on investment experience, 
school district bonds have a high rating, due undoubtedly to 
the fact that education is universally regarded as an essential 
function of local government. 

Irrigation, drainage, levee and similar districts, are among 
the prominent examples of public corporations created for the 
provision or maintenance of specific improvements. They 
vary in size from a section of township or other small munic- 
ipality to areas comprising several counties. Thus, as already 
pointed out, the Miami Conservancy District in Ohio com- 
prises a territory of about 265 square miles, including several 
large and important industrial cities. The project consists of 
a system of reservoir control and channel improvement of the 
Miami River and other streams by means of which the water 
supply is conserved and protection is afforded against floods. 
The Pueblo, Colorado, Conservancy District is of similar 
character. The Moffat Tunnel Improvement District of 
Colorado is a recent special district creation. This includes 
the entire City of Denver, and all or portions of the eight 
adjoining counties. The district was created for the con- 
struction of a six-mile tunnel through the Continental Divide, 
to be used for railroads, telegraphs, power transmission lines, 
and other public purposes. In a number of instances, large 
improvement districts are administered by state officials. 
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These, to all intents and purposes, are state enterprises, but 
their incorporation as a political subdivision relieves the state 
of the direct liability for their obligations.* 

When special districts are created for a general govern- 
mental function, such as the maintenance of schools or of 
fire protection, they are supported, and their obligations are 
secured, by tax levies in the same manner as counties, cities, 
towns and other ordinary political subdivisions of a state. 
Accordingly, the school district bond, payable out of general 
school tax in the district, is as completely enforceable as a 
bond of a city covering the same territory. On the other 
hand, a road improvement or drainage district bond issued 
to cover the cost of a special improvement, where assess- 
ments, levied according to the benefits received by property 
holders and payable in installments are levied in the district 
(and there is no further recourse or liability to re-assessment 
or to a general tax for deficiencies) is essentially an assessment 
bond. It is a direct obligation of the district, but the provi- 
sion made for its payment is confined to a limited fund. 
Unless there is a general tax or a power to make successive 
levies to assure the payment of bonds, the holders have no 
recourse in the event that the revenues from the assessment 
levies are insufficient for this purpose. 

Between these two extremes, vis.: (1) a district bond 
secured by special assessments and (2) one secured by a gen- 
eral taxing power, there are many kinds of district obligations. 
If the taxing power is substantially general and practically 
unlimited as affecting the payment and enforceability of the 
bonds, it is a general obligation of the district, theoretically 
as enforceable as any municipal obligation. The fact that it 
is a district obligation distinguishes it only in name from 


‘The Everglades Drainage District in Florida is an example of the creation and 
maintenance of a state enterprise through the organization of a special district. As 
the State Government of Florida is prohibited by its constitution from issuing bonds, 


it has been enabled to borrow for its drainage work through the sale of the district 
obligations, 
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the ordinary municipal obligation. It is immaterial as affect- 
ing enforceability whether the revenues applicable to the pay- 
ment of obligations be in the form or name of a general tax, 
or of a special tax or assessment, if in fact the levy is general 
over the district and practically unlimited in its relation to the 
amount necessary to meet in full the payments required. 

When the obligations of a special district created to provide 
a public improvement rest solely on the enforceability and the 
lien of special assessments against the property holders bene- 
fited by the improvements, and levied to an aggregate amount 
sufficient only to cover the costs thereof, the holders of such 
bonds are in the same position of real estate mortgage owners, 
whose loans are only equal to or in excess of the value of the 
liens. If unfavorable conditions arise whereby property 
values are reduced; or should the proposed improvement fail 
to increase the land values proportionately to its cost, invest- 
ment losses are likely to occur. This has been a common 
experience of many irrigation and drainage enterprises con- 
ducted by public authority. On the other hand, when the 
power of levying assessments to cover the cost of the im- 
provement (including the interest on obligations) is supple- 
mented by a general taxing power, not different from that 
granted to ordinary municipal corporations, the special district 
obligations have a double security, viz., (1) a primary tax lien 
in the form of a special assessment levied on property owners, 
in accordance with the benefits derived, and (2) a general ad 
valorem tax levied on all property within the district on the 
basis of an appraised valuation. The most recent issues of 
special districts, such as that of the Moffat Tunnel District, 
have this double security. 
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CHAPTER XX 


MUNICIPAL BOND ANALYSIS 
THE CHARACTER OF THE OBLIGATION 


Purpose of Issue and Term of Bonds.—A prime invest- 
ment factor in any issue of municipal bonds is the purpose for 
which the debt is contracted. An investor should carefully 
determine whether the improvements on property acquired 
through a bond issue has a period of usefulness beyond the 
maturity of the bonds. It has been quite common in the past 
for municipalities to issue bonds payable in thirty years or 
more to cover the cost of street paving which is likely to wear 
out in ten years. At the maturity of the bonds, the paving may 
have been renewed two or three times, and each time additional 
bonds may have been issued to cover the cost. The result is an 
accumulation of debt not represented by existing values. The 
generation that enjoys the full use of a public facility should 
pay for it, and the cost should not fall on the next generation. 
Bonds running for a period of fifty years or more are issued 
for the construction of schools which will wear out or become 
inadequate in twenty-five years or less. Municipal bonds 
should, therefore, be paid off before the property purchased 
with their proceeds loses its value. The Massachusetts and 
New York state constitutions, along with the laws or constitu- 
tions of other states, contain provisions which compel munic- 
ipalities to observe this sound principle of debt contraction. 

Massachusetts, which has taken the lead in establishing a 
sound system of municipal credit under its jurisdiction, im- 
poses the following maximum maturities on municipal 
obligations : . 

249 


250 CIVIL LOANS EKes IONE 


Bonds issued for general purposes, 20 years. 

Bonds issued for water supply, 30 years. 

Bonds issued for gas and electric lighting, 20 years. 

Bonds issued for playgrounds, 30 years. 

. Bonds issued for cancellation of current indebtedness or the 
restoration of trust funds, 15 years. 


Ce a is 


Debts for the purposes specified above must be made payable 
within the above periods from the date of the issue of the 
bonds. 

New York’s restrictions are not as specific as Massachu- 
setts’, but the state constitution provides that bonds issued for 
public utility purposes are not to extend beyond the expected 
life of the property acquired, and other loans are not to exceed 
a period of 50 years. Water bonds issued after a municipality 
has reached the statutory limit of indebtedness are restricted to 
a maximum maturity of 20 years. The limitations fixed by 
the New Jersey Municipal Bond Act are along the same lines. 
In addition to limiting bond maturities to within the probable 
life of the utilities for which they were authorized, the refund- 
ing of debt created for general purposes must be in bonds run- 
ning less than 15 years, and for other refunding, a 20-year 
maximum maturity is imposed. 

Ohio furnishes the best example of a scientific system of 
debt maturities. The state law as amended in 1923, provides 
as follows: 


When issued for— 

Class (a). The acquisition of real estate or easements or other 
interests in real estate, grade crossing elimination, and flood pre- 
vention, thirty years; 

Class (b) The construction or improvement of fireproof 
buildings or other structures, widening of roads, highways, streets 
or alleys, general waterworks improvements, sanitary and storm 
sewers, sewage disposal works, and bridges, twenty-five years; 

Class (c). The construction or improvement of non-fireproof 
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buildings or other structures, electric light plant and equipment, 
police and fire alarm telegraph systems, fifteen years; 

Class (d). Waterworks meters, fire apparatus, road rollers, 
furniture and furnishings, machinery in garbage disposal plant, 
landscape planting, playground apparatus, sidewalks, curbs, gutters, 
and the construction, reconstruction, resurfacing, grading or drain- 
age of roads, highways, streets, or alleys, or improvements thereof 
by boulevard or white-way lighting system, ten years; 

Class (e). Motor vehicles other than fire apparatus, wagons 
and horses, bonds issued to pay judgments for personal injuries 
or other non-contractual obligations and also for defraying the 
expenses of an extraordinary epidemic of disease, five years; 

Class (f). Lighting, sprinkling, sweeping or cleaning of 
streets or other public places or other service for which munic- 
ipal corporations or other political subdivisions are authorized by 
law to levy special assessments, one year; 

Class (g). Purposes not included in the foregoing clauses, 
such number of years not exceeding thirty as is the estimated 
period of usefulness of the asset, improvement, or other purpose, 
such estimate to be made by the fiscal officer ; 

Class (h). A single bond issue for a purpose which includes 
two or more of the foregoing classes, the average number of years 
of usefulness as measured by the weighted average of the amounts 
proposed to be expended for said several classes in accordance 
with the above table of maturities; such estimating and calculation 
of average to be made by the fiscal officer. 


In endeavoring to restrain the debt accumulations of their 
municipalities, several states have taken what in some cases 
may be considered unduly severe measures against long 
maturities. Vermont places a limit of 20 years on all debt, 
except that created for acquiring or developing municipal 
forests, which may run as long as 60 years. New Hampshire 
also has a 20-year limitation on maturities. Mississippi makes 
25 years, and Tennessee and Washington 30 years, the maxi- 
mum limit for all issues. California, on the other hand, 
permits the City and County of San Francisco, together with 
the City of San José and the Town of Santa Clara to incur 
debts that may run as long as 75 years. 
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Methods of Repayment.—The periods of maturity of 
municipal bonds is in most instances not as important a fea- 
ture as the methods of repayment. When securities are issued 
for permanent improvements or for productive and revenue 
purposes, the problem of repayment is a negligible one, since 
maturing issues may be readily refunded. However, as has 
already been pointed out, unless provision is made in advance 
for amortization or repayment of the obligations before 
maturity, there is generally grave danger of excessive accumu- 
lation of debt with resulting heavy burdens of interest pay- 
ments. It is for this reason that during the last 50 years, 
most American states and municipalities make provision at 
time of debt creation for the means of its repayment. 

As it is difficult, if not almost impossible for governments 
as well as business concerns to acquire cash with which to pay 
off large bond issues at time of maturity except by refunding, 
the practice prevails of amortizing the obligations gradually 
over a period of years. This may be done in two ways: 
(1) A sinking fund may be accumulated which will be suffic- 
ent to cancel the obligations when they fall due, or, (2) the 
maturities of the obligations may be arranged in series, the 
due date of each series differing from that of the others. 
The latter method is an instalment system of repayment, 
generally known as the serial method. The sinking fund 
method, however, can also be applied to debt repayment by 
instalments, when the periodical accumulations of the sinking 
fund are employed directly for the purchase and cancellation 
of outstanding bonds. This, as has already been pointed out, 
is a common method of debt amortization by European and 
South American governments. In order to be able to acquire 
the bonds for cancellation, it is frequently provided that if 
bonds cannot be obtained at or under a specified price, certain 
numbers selected by lot may be called for redemption.? 


1On a number of foreign government issues, redemption is provided for solely 
by periodically calling in bonds selected by drawings and at a specified “call price.” 


This method is not applied to civil loans in the United States. It is also somewhat 
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Largely owing to the dislike of American investors to this 
method of debt redemption, together with its inadaptability 
to small issues of widely marketed securities, it has not been 
used to any appreciable extent by American municipalities. 
The leading objection to the sinking fund bonds is that the 
fund may be badly invested and otherwise mismanaged. That 
this has happened in numerous instances is well known. Ex- 
periences of the kind have been the leading motive in im- 
pelling most of the states of the Union to adopt the serial 
method of payment both for state and municipal obligations. 


Sinking Fund Difficulties——The difficulties experienced by 
municipalities with sinking funds are of two kinds: (1) the 
inability to invest the funds properly so that at maturity suff- 
cient cash may be available for meeting maturing obligations 
and (2) the inaccurate or utter lack of computation of the 
periodical amounts required to be set aside for the purpose. 
When sinking fund provisions are adjusted so that the periodi- 
cal appropriations together with the accruals of interest 
thereon, when reinvested at a predetermined rate, are just 
sufficient to meet the amount of the maturing debt the sinking 
fund is said to be on an actuarial basis. This is the method 
used by life insurance companies in setting up reserves to 
meet the claims of their policy holders. Relatively few Ameri- 
can municipalities have followed this scientific method. New 
York City perhaps offers the best illustration of absurd sink- 
ing fund provisions for the retirement of part of its debt. 
In former years instead of appropriating fixed sums annually 
proportioned to the amount and the maturity date of bond 
issues, certain revenues of the city were allotted for this pur- 
pose. As the sinking fund provision is a part of the debt 
contract, the allotted revenues cannot be diverted, with the 
result that the sums accumulating in certain of the city’s sink- 
ing funds are enormously excessive. This has created an 


unusual for American municipalities to reserve to themselves the right of redemption 
in advance of maturity date. 
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anomaly of the city borrowing from its own sinking funds, 
since the city uses the surplus, by giving to the sinking fund 
commissioners new obligations equal to the amount thus 
abstracted.” 

The conditions which defeat the proper accumulation of 
sinking funds are well illustrated by the experience of the 
city of Cleveland. According to the Cleveland Municipal Re- 
search Bureau the two chief causes of inadequate sinking 
fund provisions for the city’s debt amortization were (1) de- 
linquencies in the payment of general taxes, a part of which 
is allotted to the sinking fund, and (2) delinquencies in the 
payment of special assessments to reimburse the advances 
made through bond and note issues for public improvements. 
As stated in a report of the Municipal Research Bureau issued 
in 1922: 


At the present time, in making up sinking fund levies, no allow- 
ance is made for the fact that some percentage of taxes levied for 
sinking fund purposes are delinquent for a period of years and of 
these delinquent taxes levied, some are never collected. The 
amount requested by the sinking fund commission each year is an 
actual and definite requirement in dollars and cents, necessary to 
pay interest and serial bonds, and to use as principal for invest- 
ment purposes. Each year when the statement of requirements is 
made up it is premised upon prompt receipt of the full amount 
requested. 

Now, for example, if an average of three per cent of the 
amount requested each year is delinquent for several years and 
receipts are on the average three per cent less each year than 
actuarial requirements, the net effect of such a condition is exactly 
the same as if the fund earned only one per cent instead of four 


per cent, when four per cent earning is the basis used in calculat- 
ing requirements. 


*The New York City bonds representing “the sinking fund takings” are known 
as General Fund Bonds. On January 1, 1924, these bonds which are not computed 
as a part of the city’s outstanding debt, amounted to $452,500,000. At the same time, 
the city had other bonds in its various sinking funds computed at $232,797,501. Thus 
the total amount normally in the sinking funds aggregated approximately $700,000,000 
against outstanding funded obligations of all kinds of about $1,373,350,000. Of the 
ten separate sinking funds maintained by Greater New York, at the end of 1922, 
Sinking Fund No. 1, to meet the maturity in 1929 of $35,832,811 in bonds, was 
represented by $35,000,000 in investments and $376,500,000 in General Fund Bonds. 
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The other condition which tends to defeat the proper accumu- 
lation of the sinking fund is losses and delinquencies in the 
collection of special assessments for local improvements. 

When property is assessed for the construction of a pavement 
or sewer, property owners are given five years in which to make 
their payments. The construction is financed by the issue of local 
improvement notes or bonds to be retired by the annual payments 
of assessments. When assessments are collected and remitted to 
the city, the money goes to the sinking fund to pay the interest 
on and to retire the notes and bonds as they fall due. At the 
close of 1921, the revenues from special assessments had fallen 
$274,170.91 behind the payments on special assessment notes and 
interest. This means that the general sinking fund has been 
depleted by this amount because of delinquencies and losses in the 
collection of special assessments.® 


The Serial Method.—The serial method has become popular 
only during the last quarter of a century. It was adopted in 
Massachusetts in 1913, and has since been followed in New 
Jersey, Louisiana, West Virginia, and several other states. 

New York in 1920 adopted the serial payment plan for 
state issues. The law of several states, including Massa- 
chusetts and also New Jersey, provides that bond payments 
are to be equal annual instalments, beginning within a few 
years from date of issue. This requirement imposes a heavier 
burden of debt payment in the early years of the issue than 
in the later, since as the amount of bonds outstanding is re- 
duced through the serial redemptions, the interest cost is 
proportionately lessened. This condition may be overcome 
by the substitution of the equal instalment for the annuity 
method. Under the latter plan, the amount of the redemptions 
at each successive period is increased in proportion as the re- 
quired periodical interest payments are decreased. Thus, by 
the annuity method, both the principal and interest together 
are discharged by constant annual or semi-annual payments. 
The amount of each payment or instalment is determined by 


2A Report on the Community’s Outstanding Debt, by the Municipal Research 
Bureau of Cleveland, June 1922. 
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the rate of interest and the term of the bond. However, it 
usually is necessary to subdivide the bond issue into individual 
bonds of $100, $500, or $1,000 each, so that the resulting 
specific payment of principal and interest must vary slightly 
because of this adjustment. In the table below is shown the 
schedule of principal and interest repayments upon a loan of 
$100,000 for 20 years, retired by this plan at 4% per annum. 
The necessary adjustment to the nearest $100 bond is also 
shown. It will be seen that the amount of principal retired 
is small at first and constantly increases, while the interest 
charge decreases. The sum of interest and principal remains 
constant, and this is an advantage as the tax is then uniform. 


REPAYMENT OF A 4 PER CENT $100,000 Loan, INcI uDING Boru PriIn- 
CIPAL AND INTEREST BY A UNIFORM ANNUAL PAYMENT 
oF $7,358,175 FOR 20 YEARS. 


ADJUSTED TO NEAREST CENT ADJUSTED TO $100 Bonps 
Principal Principal Principal Dra: 
Owing at Interest Re ad Owing at | Interest rincipal 
Years Begin- for at a Begin- for Repaid Total 
ning of Year Re You = ning of Year at End 


Year Year of Year 


Eiieciee $100,000.00 |$ 4,000.00 |$ 3,358.18 |$100,000 |$ 4,000 |$ 3,400 |$ 7,400 
Bis eran 96,641, 82 3,865.67 3,492.50 96,600 3,864 3,500 RS, 
Be ceeee 93,149.32 3,725.97 3,032.21 93,100 3,724 3,600 75324 
4 necoee 89,517.11 | 3,580.68 3,777.49 | 89,500 | 3,580 3,800 7,380 
6 
7 


Seeees 85,739.62 | 3,420.59 3,928.50 85,700 | 3,428 3,900 7,328 
Sueredeease 81,811.03 3,272.44 4,085.73 81,800 SOE) 4,100 STS 


c-rng er 77,725.30 | 3,109.01 4,249.17 77,700 | 3,108 4,200 7,308 
Wo docine 735,476.13 2,939.05 4,419.12 73,500 2,940 4,400 7,340 
DO ieratera's 60,057.01 2,762.28 4,595.90 69, 100 2,764 4,600 71304 
TO} cave 64,461.11 2,578.44 4,779.73 64,500 2,580 4,800 7,380 
UD have ers7< 59,681.38 2,387.26 4,970.92 59,700 2,388 5,000 7,388 
YA ohana 54,710.46 2,188.42 5,160.75 54,700 2,188 5,200 7,388 
I3-see0s 49,540.71 1,981.63 5,376.55 49,500 1,980 5,400 7,380 
TA. evar 44,164.16 1,766.57 5,591.60 44,100 1,764 5,600 7,364 
DS tivin 38,572.56 1,542.90 5,815.28 38, 500 1,549 5,800 7,340 
TOM Meiners 32,757.28 1,310.29 6,047.88 32,700 1,308 6,000 7,308 
Decors 26,709.40 1,068.38 6,289.80 26,700 1,068 6,300 7,368 
Sg ae 20,410.00 816.78 6,541.39 20,400 816 6,500 7,316 
BO! par 13,878.21 Sees 6,803.05 13,900 556 6,800 75350 
BG 50 ays 7,075.16 283.01 7,075.16 7,100 284 7,100 7,384 
MOvalssetllemrayen wae ere $47,163.50 |$100,000.00 |......... $47,152 |$100,000 |$147,152 


Serial bonds, unless the issues are in large amounts, usually 
involve more difficulties in marketing than straight term bonds. 
Investors as a whole prefer bonds forming part of sub- 


< 
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stantially large issues because there naturally are more buyers 
and sellers of these than in the case of small issues. In this 
way the prevailing market price of large issues of a single 
maturity can more readily be ascertained. Moreover, in- 
vestment bankers frequently experience difficulties in disposing 
of some maturities of a whole serial issue, and are at times 
forced to curtail or reduce their profits by offering unsold 
maturities at lower prices in the market. There are relatively 
few individual investors that desire their commitments to 
mature periodically over a period of years. Hence, in the 
market of serial issues, it rarely happens that the investor 
will subscribe ratably to each maturity. As already pointed 
out on page 85, the overwhelming preference at times may be 
for short maturities, and at other times, for long maturities. 

Notwithstanding state laws requiring the gradual amortiza- 
tion of new indebtedness created by municipalities, evasions 
or neglect of both sinking fund and serial payment provisions 
are encountered. An interesting example is furnished by a 
Mississippi road district which, in issuing $200,000 of bonds, 
conformed to the state law requiring such issues to mature 
serially in from 10 to 25 years, by making nine annual pay- 
ments of $500 each and a lump payment of $190,000 at the end 
of the 25th year. Similar instances of evasion of sinking fund 
requirements can also be given. In these matters, the municipal 
bond investors have a direct interest, but only the largest and 
most exacting bond buyers can afford the time, trouble and 
expense of personal investigation. The field is, accordingly, 
one for the banking houses, their specialists and attorneys. 

There is a good deal of controversy as to whether it is 
less costly for a municipality to issue sinking fund bonds or 
serial bonds, but it has no great practical significance to the 
investor. The factor that should determine the issuance of the 
one type or the other is the investors’ preference. If, at the 
time of issue, most investors desire short-term bonds, serial 
bonds may be issued under better terms to the municipality 
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than a long-term sinking fund issue. If long-term bonds are 
favored, sinking fund obligations may be sold on a better 
credit basis than the serial type. The instalment or serial bond 
method has the advantage of simplicity since it merely requires 
a calculation of the number and the amount of maturities and 
does not involve mathematical computations of compound in- 
terest or the risk in carrying sinking fund investments. How- 
ever, as stated above, the sinking fund accumulations may be 
applied directly to the purchase of the debt which is to he 
amortized and in this respect, the method would not differ 
essentially from the serial payment plan. 


Market for Bonds.—Municipal bonds, for various reasons, 
are eagerly sought for by investors. They are, in the first 
place, exempt from federal taxation and also generally from 
the taxes of the state in which the debtor is located. They do 
not, however, enjoy the same exemption in other states. The 
bonds have a preferred market also because of the laws per- 
mitting savings institutions and trustees to invest their funds 
in them. The New York law allows savings and trust funds 
to be invested in the debt of a political subdivision of the state, 
provided the total debt of the subdivision does not exceed 10% 
of its assessed valuation. The bonds of certain municipalities 
outside the state are also made “legal” for savings banks 
when the finances of such cities comply with the requirements 
laid down by the New York State Banking Department. 
Massachusetts, Connecticut and New Jersey have similar laws. 


Municipal Statistics—A few words may be said regarding 
the statistics which are issued in connection with the market- 
ing of municipal bonds. It is the common practice of munici- 
palities to publish figures relating to assessed valuations, the 
amount of outstanding indebtedness, revenues, tax receipts, 
expenditures, and the like. The investor should carefully 
analyze these figures before making a commitment. Frequent 
reference has been made to the unreliable character of 
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figures relating to assessed valuations. The figures on actual 
indebtedness are also often misleading. For example, bonds 
that have been issued for revenue-producing purposes may be 
excluded from the figures of indebtedness on the ground that 
they pay for themselves. It is very difficult in some cases to 
determine whether some bonds are based on revenue-produc- 
ing improvements or not. It should be borne in mind that 
only when the improvements yield a sufficient income to meet 
the principal and interest of the obligations can they properly 
be considered revenue-producing. Under the laws of several 
of the states, municipal bonds of this character are not included 
in the legal limit placed on municipal borrowing. Thus the 
bonds of New York City issued for rapid transit purposes 
originally did not come within the ten per cent limitation placed 
on the city’s borrowing power, but the subway construction has 
lately furnished insufficient revenue, so that bonds issued for 
this purpose are included with others comprised within the 
legal borrowing capacity. In studying statistics of municipal 
indebtedness the sinking fund assets held for payment of debt 
should be taken into consideration, and the net debt should al- 
ways be distinguished from the gross debt. 

Investors would do well also carefully to analyze each 
item in a city’s debt and clearly understand its nature. There 
are frequently items representing temporary borrowing on so- 
called ‘“‘tax-anticipation”’ certificates, which are presumably to 
be paid off when the current tax levies are received. Such items 
are not covered by municipal expenditure resulting in the direct 
acquisition or possession of tangible property or improve- 
ments, as they have been contracted for revenue, and not for 
capital purposes. The distinction between these two objects 
of debt contraction should be clearly made in each municipal 


debt statement. 


Assessment Bonds.—Municipal indebtedness should be 
further analyzed in respect to the relationship of the obliga- 
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tion to the community as a whole. It has long been a practice, 
for example, for many communities to issue bonds, known 
as “special assessment” bonds, which are usually secured by 
unpaid special assessments against property that is benefiting 
directly from improvements made with the aid of the debt 
incurred. These special assessment bonds may or may not 
be direct obligations of the municipality. In any event, they 
should be separated from, and their amount compared with, 
the other bonds which represent indebtedness secured by all 
the taxable property in the municipality. 


REFERENCES 


(Same as Chapters XIX and XX) 


Part IV—Corporation Securities 
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CORPORATION FINANCIAL STATEMENTS 


EARNINGS, PROFITS AND SurRpPLus! 


The Science of Accounting.—It was pointed out in a 
previous chapter that civil loans as investments were dis- 
tinguished from business obligations by the fact that the 
intrinsic worth of the former was grounded on governmental 
taxing power, whereas the latter were based on assets and earn- 
ing power as affording security. A detailed consideration of 
corporation securities as investments, therefore, should include 
a discussion of the means and methods of determining asset 
values and earnings. The corporation financial statements 
provide the most important one source of information of this 
nature. 

The study of financial data with a view to gauging the 
relative investment merits of securities requires some under- 
standing of bookkeeping and accounting principles. Account- 
ing is the science which applies rules and methods to recording 
financial and business transactions, and to summing up their 
results in statements from which a layman can get a concise 
and proper conception of the financial standing of a distinct 
undertaking. Prior to the advent of the corporate form of 
business organization, bookkeeping was concerned almost ex- 
clusively with tracing the movements of cash. The accounts 


1Jn this and the following chapter, the author has used freely material contained 
in a previously written pamphlct, entitled The Analysis of Financial Statements, 
published by the American Securities Service, Inc. 
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showed the sources and amounts of cash received and the 
manner in which the receipts were disbursed. The main pur- 
pose of the early accounting methods was to test the honesty 
of the employees that handled the cash. The gauging of the 
proprietor’s profits or the results of individual transactions was 
of secondary importance. 


Two Systems.—Present-day accounting has a far broader 
purpose. It aims to exhibit in correct and intelligible form the 
net gain or loss on operations, independent of the movements 
of cash. The tracing of the actual receipts and disbursements 
of cash, though an important part of every accounting system, 
has no direct relation to the results of the business operations, 
and is absolutely no gauge of the net losses or gains ex- 
perienced in a specific period of time, or of the net worth of the 
concern. Profits may be earned even though they are not 
actually realized in cash. Items of expense are frequently in- 
curred, though not yet due and paid. These principles, now 
so commonplace and so widely accepted, distinguish the so- 
called “double-entry” system of bookkeeping from the “‘single- 
entry” system. They permit a cross-section view, so to speak, 


of a concern’s financial condition and show the results of its 
fiscal operations. 


Corporation Financial Statements.—The investor's knowl- 
edge of the accounts of a business corporation is generally 
limited to the periodically published statements furnished 
to stockholders, bankers or the public. These data are highly 
summarized; moreover, accounting methods used by corpora- 
tions are not uniform; and unusual entries, classifications, and 
valuations of one sort or another are at times made with or 
without intent to deceive. Consequently, to find the real mean- 
ing of the items and figures shown in statements requires care- 
ful analysis and comparison. Financial statements, in other 


words, require not only to be read, but to be studied. They 
should be compared, tested and criticized. 


Chi2r| CORPORATION FINANCIAL STATEMENTS 263 


In examining corporation financial statements, the ordinary 
investor or business student is generally limited to the most 
concise summaries by which operating results, costs and profits 
can be tested and compared as between different companies or 
as between different periods of time. Yet, there are many 
factors outside of the bare published figures to be considered 
in an analysis of financial statements. “Averages” or “ratios” 
so frequently used in the financial press and in investment 
manuals may be misleading if these broader factors are lost 
sight of. The financial statements of the United States Steel 
Corporation and the Bethlehem Steel Corporation are com- 
monly compared because they are competing concerns of the 
same standards of operating efficiency and financial standing. 
In organization and scope, however, they differ considerably. 
The United States Steel Corporation is a “holding company,” 
controlling through stock ownership subsidiaries, 7.c., other 
companies, engaged in every phase of iron and steel manu- 
facture, transportation and distribution. The Bethlehem Steel 
Corporation, also a holding company, produces primarily ~ 
highly fabricated steel products such as ordnance, munitions, 
ship plates, rails and other railroad materials. It is engaged 
also in shipbuilding and ship repairing. The differences in 
the relative size and character of their respective operations 
are sufficient to cause material differences in their capitaliza- 
tions, their operating costs and their rates of profit. ; 

Upon considering, for instance, how different steel making 
is from textile manufacture, textiles from chain store opera- 
tions, and the latter from many other classes of merchandizing, 
it becomes readily apparent that in every financial analysis 
with a view to determining comparative investment values, 
the special character of a company’s business, the relative size 
of its plants, and the scale of its operation should be given 
full and proper weight. Financial statements represent merely 
summaries of the books of accounts. To interpret them 
adequately and effectively, they should be studied in terms 
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of the industry and the character of the operations from which 
they have been derived. 


Classification of Financial Data.—The statements con- 
taining financial information are usually three in number, viz. : 


1. The income statement 
2. The profit and loss, or surplus, statement 
3. The general balance sheet 


The three are correlated and interdependent. Changes in one 
are generally reflected in either or both of the other two. The 
income statement and the profit and loss statement have to do, 
respectively, with operation and proprietorship. By “proprie- 
torship” is meant the difference between the total resources 
and the total liabilities to all except stockholders as such. This 
“proprietorship” is known as the “net worth” of the concern, 
and is frequently termed the ‘stockholders’ equity.” The data 
given in the income statement show how the profits and losses 
for a definite period have been made. The profit and loss 
statement shows the disposition made of the net profits or 
losses, the amount paid in dividends, and the amount which 
remains in the business as a surplus, or deficit in case of a 
loss. The two statements are frequently combined in one; 
the profit and loss statement following in succession the income 
statement. The general balance sheet, on the other hand, is 
an exhibit of financial condition. It shows in summarized 
form the resources or assets on a given date, and the offsetting 
liabilities or claims. In the liabilities column are included 
capital stock, profit and loss (or surplus, as it is commonly 
called) and other items representing net proprietorship. The 
inclusion of the net ‘‘proprietorship” among the liabilities 


forms the connecting link between the income statement and 
the general balance sheet. 


Charging to Income or to Capital. Because the income 
statement is a device for tracing the effects of business opera- 
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tions in terms of profit and loss, all financial transactions which 
are entered directly in the operating accounts are said to be 
charged or credited to income—as distinguished from trans- 
actions which are entered in the general balance sheet, either 
directly or through adjustments in the profit and loss account. 
The latter entries are “charges” or “credits” to capital: A 
business expenditure that is “charged to income”’ is considered 
as current or temporary because the value obtained therefrom 
does not immediately become a part of the assets or of the 
proprietorship. Hence, the aggregate of values in the general 
balance sheet is not affected by the expenditure until the net 
results of a period’s total operations, as shown by the profit and 
loss statement, are entered on the general balance sheet. The 
general balance sheet, therefore, is not only the result of the 
company’s business operations of the year covered by the state- 
ment, but prior thereto as well. 


Analysis of Income or Profits——The usual simplified 
form of an income statement, or as it may niore properly be 
termed, the ‘‘operating account,” and arrangement of the items, 
are shown in Figure 3. While particular items vary somewhat 
with the business important companies almost without excep- 
tion adhere essentially to this form of statement. The state- 
ment purports to bring together the items which show for a 
definite period, (1) the amount of money a corporation re- 
ceived or is entitled to receive from its current operations; and 
(2) the payments made or obligations incurred on account of 
the amount so received or to be received; and (3) the excess 
or deficit of such receipts and claims as compared with the 
expenditures or obligations thus assumed. It shows properly 
classified, in other words (1) income, (2) expense, and (3) 
the net result. The details of this part of the income statement 
are known as the operating account. 

To the net result of the operating account 1s generally added 
the miscellaneous and incidental income or revenues of the 


266 CORPORATION SECURITIES [Pt. IV 


“ 


compa uy age the resulting product, technically called the 
“net income,” the interest on bonds and other forms of in- 
debtedness and certain other accrued charges are deducted, 
and the balance remaining, if any, is the surplus or addition to 
“proprietorship,” from which dividends are disbursed to the 
stockholders. 


. Gross Earnings or Revenues 


(These include the receipts, or amounts due, from 
current operations; as sales, transportation earnings, or 
interest and dividends from investments, depending 
upon the nature of the business.) 


. Deduct: Cost of Manufacture or Operation . 


(Included here are direct materials and labor expense, 
upkeep costs or cost for repairs and renewals, deduc- 
tions for depreciation, obsolescence, and other manu- 
facturing or producing costs, vis., rents, taxes—except 
income taxes, insurance, etc.) 


. Gross Profits 


(This is the amount remaining afer operate costs 
have been deducted from gross earnings.) 


. Selling and Administrative Expenses . 


(This item covers all expenses not already jncluded 
under 2 above.) 


. Net Profits . : 
(The balance remaining eters 4 is ‘supiracted. on = ) 


Figure 3. Simple Form of Income Statement 


Many industrial corporations fail to make known publicly 
all the information called for in the above income account. 
The motives for concealment may vary in individual cases, 
but on the whole the purpose is to prevent competitors, 
customers and the public from knowing the rate of profit, on 
sales or output, the operating costs and other financial details 
of a private character. The general tendency, however, is 
toward greater accounting publicity, and several of the large 
industrial companies sie as the United States Steel Corpora- 
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tion, the International Harvester Company and the F. W. 
Woolworth Company, publish statements of gross sales and 
income as well as details of operating costs. Railroad and 
public utility companies are, in most cases required to furnish 


REPUBLIC IRON & STEEL COMPANY 


INCOME ACCOUNT AND STATEMENT OF SURPLUS 
For the Year Ending December 31, 1924 


Net Earnings from operations after deducting charges for 

maintenance and repairs of plants, amounting to 

$5 O52 210 Qo ee are nse es See aro $ 3,769,353 .86 
Interest and Income from Investments................ 645 , 303.25 


TOTAL PROFITS-FOR THE YEAR. .....-.%.000- $ 4,414,657.11 


Less: 
Provision for Depreciation and Re- 
Mewals OlselAantsi cena acces $1, 133,130.64 
Provision for Exhaustion of Minerals 240,957.83 
Interest and Discount on Bonds.... 1,122,632.34 
——— 2,496,720.81 


Net ProFits FOR THE YEAR APPLICABLE TO 


IDEUIDEND Sera Ae a kein es cena $ 1,917,936.30 
Surplus at December 31, 1923................ 33,003,835 .76 
$34 ,921,772.06 
Deduct: 


Dividends—8% on Preferred Stock............... *2 000,000.00 


Net Surptus Carriep TO BALANCE SHEET. . $32,921,772.06 


Figure 4. Income and Profit and Loss Statement of an Industrial Company 


such detailed statements to the public authorities, and accord- 
ingly have no motive in concealing them from their security 
holders.2, The form of an income statement is shown in 
Figure 4. 


2 Regarding statements required by the New York State Stock Exchange from 
corporations applying for the privilege of “‘listing’’ securities see Appendix B. 
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What Constitutes Net Income or Profits.—The financial 
results of operations shown under the item “net profits’ on 
page 266 are of special interest to the investor since from the 
amount shown, the interest on bonds and dividends on stocks 
are commonly paid. But every financial statement of a going 
business, no matter how accurately and scientifically drawn up, 
is after all only an estimate, an approximation to the truth. 
Considerable latitude of variations from exact facts may occur 
without willful intent to deceive. The earning of profits rep- 
resents a continuous operation. Actual results could be 
definitely stated only were the business wound up and all assets 
realized in the form of cash. 

Moreover, the varying character of business corporations 
leads to many difficulties in determining their relative net in- 
comes or estimating their earning capacities. A mining com- 
pany’s profits are not to be measured against a railroad cor- 
poration’s net income. In the case of the mining company the 
business is of a wasting character. The value of the property 
is diminished continuously by operations, and no scheme of 
accounting can accurately provide for offsetting the capital 
loss. A railroad, on the other hand, is a permanent property, 
and when properly maintained or improved, increases in worth 
by constant use. Its value, therefore, may be enhanced by 
constant operation, and no allowances or deductions need be 
made from the dividends received by railroad shareholders to 
offset declines in the value of the investment. Many industrial 
and public utility concerns also operate business of a perma- 
nent and enduring character, whereas others depend upon public 
demands and tastes which may substantially change and cause 
fluctuations in earning power and value of assets. 

Upon considering a given income statement, therefore, it 
is essential to analyze both gross earnings and operating ex- 
penses rather critically, with reference to the integrity of net 
income. A good showing in gross revenues obtained by busi- 
ness of a temporary nature, as war orders for instance, or a 
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poor showing in net income due to unusually large outlay for 
maintenance, are not really what the results in the statement 
actually show. 


Gross Earnings.—Gross earnings or revenues, the first 
item appearing in the statement, whenever possible should be 
analyzed with reference to some basic unit of output. In the 
case of railroads and public service companies, standard units, 
such as the ton-mile, car-mile, the kilowatt hour, the 1,000 
cubic feet, etc., are available. But most manufacturing and 
merchandising concerns have a varied output that renders 
difficult or impossible the application of a standard unit for 
its measurement. The gross earnings of several copper com- 
panies and sugar companies may be computed on the basis 
of unit of products sold. And the revenues of some automo- 
bile concerns may be compared with the number of cars sold. 
Such companies often, however, carry on complementary lines 
of business, the revenues from which may‘not be so readily 
measured. 


Classification of Operating Costs.—Operating expenses, 
from the investor's viewpoint, may be roughly grouped under 
these two general heads: 


1. Producing and distributing expenses, including direct 
and indirect labor and material costs, superintendence 
and other so-called “overhead” charges. 

2. Upkeep costs, including actual expenses for plant main- 
tenance and the reserves set aside for depreciation, 
obsolescence, and non-recoverable losses of wasting 
assets. 

Very few corporations separate these costs accurately and 
fully in their published financial statements. Their separate 
study is of interest, however, as a means of checking the state- 
ment of net profits. Under normal conditions in most busi- 
nesses, it is true, increase in sales or revenues is of greater 
financial importance than proportionate reduction in operating 
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expenses. This is due to the fixed character of a large part of 
operating costs, which remain constant regardless of fluctua- 
tions in volume of business. Hence, during dull periods only a 
part of the operating costs can be materially reduced, whereas 
many expenses do not rise when business is materially in- 
creased. A greater net profit per unit of output, therefore, is 
normally afforded during a period of business growth than 
during times of business depression. Whatever may be the 
fluctuations in the gross business, however, the handling of 
expenses merits careful analysis. 


Maintenance and Depreciation Charges.—Important items 
often requiring separate analysis and investigation are main- 
tenance and depreciation provisions. Maintenance costs are 
undergone to preserve the property and assets in proper con- 
dition for efficient operation. The purpose of a depreciation 
account is to show the amount set aside from current income 
for unrecoverable: losses in the value of assets due to use, to 
obsolescence, or to inadequacy. 

Within some industries, notably railroads, the depreciation 
expenses are so intricately woven with repair and upkeep ex- 
penses, that there is little necessity for separate depreciation 
accounts. In many lines of business, however, depreciation 
reserves are essential to maintain intact the value of the prop- 
erty investment and thus prevent the impairment of capital. 
Steel manufacturing companies, shipping concerns and public 
utilities that have capital invested in large units of equipment 
which in time must be displaced or replaced as a whole cannot 


usually cover such depreciation through ordinary current up- 
keep outlays. 


The Measure of Maintenance and Depreciation.—It js 
evident from the foregoing that adequate maintenance and 
depreciation outlays should be provided for in the accounts 
before a proper estimate of net profits can be arrived at. The 
amount which is adequate for such purpose in any year is in- 
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fluenced by, (1) the nature and amount of business done, 7.e., 
the gross revenue, (2) the structural character of the physical 
properties and the effect of use or the elements on their 
deterioration, (3) the progress of invention or relative changes 
in operating methods in the industry, and (4) the skill and 
care with which employees handle plant equipment. A railroad 
company handling a heavy traffic, for instance, will generally 
require larger outlay per mile, for upkeep, than one that has a 
light traffic. Old dilapidated plants call for relatively larger 
maintenance outlay than new, well-equipped structures. And 
when employees, through discipline and good management, 
refrain from abusing physical equipment, repair bills are re- 
duced and the life of such assets extended. 

Although ordinary maintenance outlays are definitely 
ascertained and charged as expense when actually incurred, 
the amounts set aside to cover depreciation are usually estimates 
to be based on expert opinion and the lessons of experience. 
In practice, accountants and engineers leave these matters to 
the judgment of the corporation’s managers and directors. 
Consequently, there is considerable opportunity for the under- 
statement or overstatement of accruing losses due to deprecia- 
tion. It is for this reason that the item is scrutinized critically 
by investment statisticians. 


The Operating Ratio.—The total operating expenses, in- 
cluding depreciation and other reserves against actual or prob- 
able losses, when expressed as percentage of the gross revenues, 
is designated by investment statisticians as the “operating 
ratio.” Thus, in the income statement of the Delaware and 
Lackawanna Railroad in Figure 5, the operating expenses in 
1924 amounting to $64,485,909, were 74.4% of the grossa 
revenues of $86,727,184, so that percentage is the operating 
ratio. The item is generally considered a valid index of the 
profitableness in operations, 1.¢., the lower the ratio the greater 
profit, and vice versa. Used correctly, this is so. But the 
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DELAWARE, LACKAWANNA AND WESTERN RAILROAD 
STATEMENT OF OPERATIONS FOR CALENDAR YEARS 


Revenues— 1924 1923 1922 1921 
(OIE ¢, Mat Bers a eset iret eee ABEL OF eo $23, ie — é neath — at il adh 
dise freight 39,874,878 39,085, , 262, ,970, 
oan ee eM a a vhs se coker sl ie? x eRe 13,600,454 14,185,914 13,960,681 14,438,161 
dT eas Ore Pre eh BeAre Se IPE ust ro f 876, 106 789,391 733,159 587, 733 
LOS anys: DRONA SHO oman ty AOrm SoS ao OO TAGS 1,642,370 1, 834, 068 1,652, 802 1,009,055 
18 Ae aaa AO nati He PORN aan OnOn brat ra 2,302,113 2,183,334 1,963, 564 1,974,035 
‘Otber: revenues heros ists eatrnel Sears oor 3,365, 153 3,396,778 3,209, 846 2,944,928 
Incidental revenue 1,489, 685 1,611,115 1,545,586 1,447,159 
ROGAl se cenit on teehee nian Pasae ee aaa $86,727,184 $88,236,974 $74,622,344 $85,977,815 
Expenses— 
Maintenance of way and structures.......... $ 7,745,720 $ 7,663,064 $ 7,882,540 $10,022,415 
Maintenance of equipment.................- 18,699,630 21,239,075 18,683,608 19,053,845 
Tramie ex penses.i). cas cnrecc on oe annie 1,406, 168 1,308,121 1,349, 689 1,305,321 
Transportation expenses........2.........-- 34,091,817 36,750,177 33,242,097 34,819,694 
Miscellaneous operations..................-. 656 , 537 681,739 680,770 685, 098 
Genoral Oxpenses 505-202 oe eas taincwie este 1,924,510 1,853, 903 1,872,164 2,039,185 
Transportation investment.................- Cr .38, 473 Cr.28 , 224 Cr.39, 221 Cr.53, 500 
Total expenses ..6. a5. e704 <accas some soreincens $64,485,909 $69,467,853 $63,671,647 $67,872,058 
Net revenue from operations................ $22,241,275 $18,769,120 $10,950,697 $18,105,757 
Railway.taxc:accruals -ssm-nnaos ee ee oe 6,900, 102 5,995. 698 4,894,466 5,312,066 
Uncollectible railway revenues............... 12,510 22, 253 9,944 12,295 
Operating incomeven-e. sae ee eet $15,328,663 $12,751,170 $ 6,046,287 $12,781,395 
Additional Income— 
Joint facility rent income................... $ 145,592 $ 139,070 $ 148,112 ¢ 138,900 
Hire\ofequip— Cry baler tise teieeeters 451,707 852,759 752) 237 364, 136 
Inc. fr. unfd. sec. and accts.................. 229,447 83, 967 535,116 699, 208 
Miscellaneous rent income.. ............... 267, 213 281,084 276,652 251,418 
Misc. non-op. physical property. ............ 63, 854 64,765 105,522 94,190 
Dividend meomenss fcc bod ede wan eee 505,566 571, 665 453,086 444,065 
Income from funded securities,.............. 4,050, 105 3,973,793 3,611,792 771,650 
Miscellaneous income....................++ 11,081 » 755 at 392 
Income from sinking and other reserve funds. . 1,972 1,468 1,038 1,038 
Inc: from lease of road: 5052202... scnbkercn 11,265 16,148 9,224 442,443 
Rev spriorto: Jani ily 1OL8s5.. cscs cetera ne mee nea ee Dr.4,656 
Depletion of coal/ deposits. aurracayaatcarc- mL) Reeetee mn Site teen 1,648,955 
Harnings coal dept. 00... cc..u es eves ew ees ve Dr.164 418 43,847 6,626,405 
Guaranty period Income! cie~ soe occ cic) Se crete meet 2,000,000 
Adj. of settlement, U.S. R.R. Administration, = ...... se 2, GON, 064 9 ei ee 
Sundry additions and deductions. ........... Dr.37,295  Cr.831,409 — Cr.168,984 Dr.268,789 
Grous income finns. cats nie man ct eee $21,029,006 $19,072,466 $16,848,062 $25,990,749 
Deductions— 
Rentals of leased road...... $ 5,967,749 $ 5,714,374 $ 5,273,169 $ 5, as) 540 
Int. from funded debt. . . 5,856 5,856 5,914 6,142 
Rental New York piers 348, 156 348, 284 349,089 351,121 
Additions and betterments,................. 569, 808 503, 136 732,537 1,105,555 
In¢wontuntunded debtenscacuncsuncceusnes ek 38,377 122,814 11,425 16,857 
LHe VCCI Guocod Sagecn 9 a Ke Cr3, 869 
re $14,099,060 $12,378,001 $10,475,929 $19,158,403 
Mividendsidectared Navwcnsse seems cemoaee eh 11,821,754 10,132,932 10,132,932 13,510,576 
Balance yGueplus ces caicus case naesnuners $ 2,277,306 $ 2,245,069 $ 342,997 $ 5,647,827 


Figure 5. Example of Detailed Comparative Income Statement of 
a Railroad Company 
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figure is often misused in comparisons, and wrong conclusions 
drawn from it. An error can readily be made, for instance, 
in comparing the operating ratios of two concerns, one of 
which charges as much of permanent improvement expenditure 
as possible to repairs and renewals, and the other none at all. 
Again, a large output of a product in steady demand permits 
a high operating ratio and a profitable return on investment. 
Much depends here on the “rate of turnover.” By rate of 
turnover is meant the number of times during a given period 
that the average amount of stock in trade, whether finished 
goods or new materials, is bought and resold or otherwise dis- 
posed of. If the turnover is rapid, quick sales and small 
profits are the rule. This is the case of the packing business, 
the chain grocery stores and many other concerns producing 
or merchandizing staple products in general demand. On the 
other hand, a locomotive, shipbuilding or machinery manu- 
facturing concern, which requires large capital outlays and a 
long period of time to complete a unit of production ordinarily 
shows low operating ratios, without necessarily correspond- 
ingly high profits. 


Margin of Safety.—Net income as defined on page 268 is 
of peculiar interest to holders of a company’s bonds, since 
from it the interest he receives is paid. It is a gauge or rough 
index of the extent of the company’s earning power. The sur- 
plus earnings, being the excess of net income over the interest 
charges, are frequently looked upon as a margin of safety 
safeguarding the interest payments, and are therefore the chief 
determinant of the investment standing of the securities. 
Thus, if a company has bonds outstanding bearing an annual 
interest requirement of $100,000 and the surplus earnings after 
fixed charges, including the interest, for each of a series of 
years are approximately $100,000, the margin of safety is 
said to amount to 100 per cent. In other words, the net earn- 
ings have been double the interest requirement. 
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Many business concerns have a number of bond issues 
differing in priority as to claim upon net income, and the 
margin of safety is calculated with reference to each issue. 
The relative market standing of each of several bond issues of 
a concern is largely gauged, other things being equal, by the 
amount of the margin of surplus earnings on which there is a 
prior claim. Thus, the Chicago, Milwaukee and St. Paul 
Railroad General 414% Bonds, due 1989, sold at 683g when 
the price for the bonds known as the General and Refunding 
A1%4% Bonds, due 2014, was 54. The difference in the 
maturity date of these two series of honds of the same corpora- 
tion, each bearing the same interest rate, did not warrant the 
disparity in their market prices. The fact that the general 
mortgage bonds as an obligation had a prior claim on the 
earnings and the property of the corporation accounted for 
the superior market position of the issue. 

The question of an ideal margin of safety as a factor in the 
security of income is of purely academic interest. The wide 
disparities in operating conditions affecting income stability 
do not permit the establishment of a definite rule. It is evident 
from the relative market price of securities that a margin of 
25% above fixed charges in one company’s income statement 
may be a better basis of security value than a 100% margin 
in the income statement of another company. Stability of 
earnings from year to year is a factor in the security of income 
which eliminates the necessity of a large margin of safety. 


The Profit and Loss Account.—The profit and loss ac- 
count, as already pointed out, is merely a continuation of the 
income or operating account and the two are frequently placed 
in one statement. In order that a profit and loss account should 
be complete, however, it is essential to bring into the statement 
the accumulated credit (surplus) or debit (deficit) balance as 
shown in the general balance sheet. A common arrangement 
of the profit and loss statement is given in Figure 6. This 
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form is not strictly adhered to by all corporations. It is a 
practice of many companies to deduct dividends directly from 
net income, as shown in Figure 7, in order to show the relation 
of-the amount paid in dividends during the period to the net 
income available for this purpose. In this way, the percentage 
earned on the stock for the period can be computed. 


DeeNCiuieronismiLoma@perationun 7 os ueuaes sec CT aR C4 ies 
2. Add: Other Income 

Interestezeceived or accrued on bonds held 2.7.) = $...0..-... 

Rentals and Royalties received or accrued . . . . $.......... 

Othermaincome: received sses) ences. 6 ee sia Si, orate 
gmLotal Income forithe period tse. 4 2 see ae Seman ter: 
4. Deduct: 

Interest on bonds (paid and accrued) 

TOL the PeLiOdinn Piece ec: Shiakaten cies 


Other fixed charges (rentals, income 
taxes, etc.) 


mmlOcaletixeduchatyesiae. cnt) sei au cectad ca sass come Biccic acinar 
GaN Ciel nCOMemhOIr Vicar ya uy tn el = coh ee Gos hae et $ Noes eet 
7. Add: Surplus (as shown by balance sheet) at end of 

PEEVAOUSE DELIOG =) ylel vag emitters 28 ebay st eee e A cance iene ea 
Same Ota) mmm maee boo ee ec demeenia kk QU ee aes ay Sees 
g. Deduct : 


Extraordinary charges not applicable 

tONOPEHALONS Ole PELIOd ye we ceed tut FD sueednctoa ails 
Dividends declared during period . . $.......... 
Special provisions for contingencies, 


ts a Saou see) /6) el) 6| Fes. (6 6) "el es uND\nl a ehe'ia 6 /eyelece 


Figure 6. Profit and Loss Statement 


The method of deducting dividends from accumulated sur- 
plus, though perfectly proper, has one disadvantage. It may 
divert attention from extraordinary losses or necessary pro- 
visions for important contingencies. It has become a too com- 
mon practice for corporations to throw back extraordinary 
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losses (such as the heavy losses on account of depreciation in 
stock and inventories, or loss from sale or destruction of 


Kelly-Springfield Tire Company 
INCOME ACCOUNT AND PROFIT AND LOSS 
For CALENDAR YEARS 


1924 1923 1922 
Gross profits. 5 eee eee $7,255,746 $9,559,804 $12,531,379 
Operating expenses............. 6,838,513 8,797,398 7,305,176 
Net operating income......... $ 417,233 $ 762,406 $5,226,203 
Otherincomenna eee eee 300, 425 345,130 351,643 
Total oper. income........... $ 717,658 $1,107,536 $5,577,846 
Interest on 10-yr. 8% notes...... $ 690,000 $ 770,000 $ 800,000 
Miscellaneous deductions........ 301,033 354,062 464,465 
(Depreciation®= esr see 1,252,374 1,149,759 1,168,832 
INet in COMe Reese ee def$1 ,525,749df$1,166,285 $3,144,549 
IRrevi0us SUrp US aarti ee ee $5,638,045 $8,231,956 $6,116,777 
Miscellaneous credits........... deb170, 172 28,136 11,078 
TotaliAset acne One $3,942,124 $7,093,807 $9,272,404 
Taxes KSB Sac, AEST Ps sei, ee A Nn ech ee $ 427,916 $ 70,446 
AdjustMelts.: cy see eeetene eee 173 , 262 97 ,744 
Retirement of Preferred stock....  ...... 252,308 253,959 
Total-surplue 0h esgeeeeee $3,942,124 $6,240,321 $8,850,256 
Dividends on 6% Preferred... ... $ 44,250 $ 177,900 $ 181,113 


Dividends on 8% Preferred...... 105, 294 424,376 437 , 186 
Common dividends (cash) cng eee 

Common dividendss (Stock) ae eee ne nee 
Appropriation from surplus 6% 


PY. stk, redeemed: : 0... coc, Cr808,200 Cr808,200 Cr721,100 
Appropriation from surplus 8% 
iRiestkeredeemedanate eae Cr595,500 Cr595,500 Cr415,500 


Balance, surplus as shown in 
balance sheet... 2.4.08) $5,196,280 $7,041,745 $9,368,556 


Figure 7. Income Account—Dividends Deducted from Net Income 


assets) on the accumulated surplus of previous years without 
sufficiently disclosing the same. One reason for this is that 
the profit and loss statement or adjustment of surplus account 


is generally overlooked by investors, notwithstanding its im- 
portance in the analysis of financial condition. 
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CHAPTER XXII 


CORPORATION FINANCIAL STATEMENTS 
Assets, LIABILITIES AND WORKING CAPITAL 


General Balance Sheet——In studying relative security 
values, the balance sheet is frequently neglected or passed 
over hurriedly, not because it is less important than the in- 
come statement, but because it is less readily understood. The 
general balance sheet, if properly prepared and certified, should 
show as nearly as possible the corporation’s correct financial 
condition as determined by the operating results and _ fiscal 
changes since its corporate organization. It is thus a por- 
trayal of cumulative effects, whereas the income statement is 
merely an exhibit of the results of a year or even a shorter 
period. The general balance sheet, therefore, when accu- 
rately compiled and properly interpreted, furnishes a better 
measure of security of principal than current earnings, which 
frequently are the result of temporary or abnormal conditions. 

The balance sheet is generally arranged in two columns, 
technically known as “assets” and “‘liabilities.’’ The assets 
represent the debits of the business, or the various items of 
wealth it has been entrusted with and is responsible for. The 
liabilities represent the credits, or amounts credited to others. 
They include (1) the liabilities proper, or debts owed to credi- 
tors, and (2) the capital stock, surplus, and other “proprietor- 
ship” items which represent the excess of the total value of the 
assets over the sum of the debts. Thus, the asset side of the 
balance sheet sets forth the kind of wealth owned and its value, 
while the liability side shows in a sense how the claims against 
that wealth is apportioned between the creditors and the 
stockholders. 


278 
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Form of the Balance Sheet.—The usual form of balance 


sheet as indicated on page 281 divides the assets into three 
classes, namely: 


1. Capital or fixed, assets, representing the fixed or per- 
manent investment in the property together with cer- 
tain other assets of an intangible nature, such as good- 
will, patents, franchises, etc. 

2. Current assets, comprising cash and the goods which are 
manufactured or bought and sold or held in the regular 
course of operations. 

3. Deferred charges, representing expenses paid before they 
have been actually incurred. 


Some of the assets are set aside in special funds out of profits 
or otherwise for specific purposes, as sinking funds to meet, 
for example, outstanding bond issues. 

On the liability side a similar classification prevails, namely : 


1. Capital, or fixed, liabilities, including the capital stock 
and funded debt which remain fixed for a number of 
years at least. 

2. Current liabilities, including floating debts which have to 
be paid off in the ordinary course of operations within 
a short period. 

3. Reserves or deferred liabilities, which are but deductions 
from the proprietorship and which represent loss of 
values through depreciation of assets or expenses that 
have been incurred though not yet paid. 

4. The profit and loss surplus (if any) representing the net 
proprietorship, namely the difference between the total 
assets and the classes of liabilities enumerated above. 


Model Balance Sheet.—A model or pro forma balance 
sheet is presented below in Figure 8. Apart from the item 


1If the liabilities exceed the assets, the Profit and Loss item becomes a deficit and 
is placed in the asset column to make the balance sheet “‘balance.’’ When shares of 
stock without nominal or par value are outstanding it is a common practice to have 
the amount of this liability (i.e., the proprietorship) represented by the profit and 
loss surplus. 
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of deferred charges, the assets are grouped into two classes, 
viz., (1) fixed and (2) current, and the items in each class 
are arranged in the order of their relative liquidity, or the 
ease with which they can be turned into cash, beginning with 
the least liquid. Not all concerns follow this order, some 
preferring (as shown in the balance sheet illustrated in Figure 
8) to arrange the assets in sequence according to the relative 
convertibility into cash through sale or exchange. The latter 
plan is particularly desirable when winding up the concern’s 
affairs or otherwise liquidating its property. A balance sheet 
which shows primarily cash or liquidation values is termed 
a “statement of affairs.” 


Capital or Fixed Assets.—Fixed, or capital, assets, are the 
general equipment with which the company does business, con- 
sisting of real estate, plant, machinery, etc. They are the 
items which remain permanently in the business and are not 
held to be converted or liquidated into cash. Expenditures 
for these fixed assets are the capital expenditures referred to 
earlier in this chapter. These were made in acquiring or 
completing the plant and equipment of an enterprise with a 
view to placing the business on a revenue-earning basis. The 
term “revenue expenditure,”’ on the other hand, comprises all 
expenses against profits or revenue. The differentiation be- 
tween capital expenditure and revenue expenditure depends, 
therefore, on the purpose of the outlay. If the outlay is such 
that it adds to or improves the plant or equipment of the busi- 
ness, and thus increases its capacity to earn revenue, it is 


charged as capital expenditure. Otherwise it is or should be 
charged as revenue expenditure. 


Valuation of Fixed Assets——Fixed assets, as a rule, are 
valued in the balance sheet at cost, regardless of their in- 
trinsic value. The reason for this is obvious. They have 
been acquired and are retained, not with a view to being sold 
at a profit in the ordinary course of business, but to being used 
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BALANCE SHEET 
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Figure 8. A Model Balance Sheet 
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in operating the business until they are worn out or discarded 
for some other reason. Fluctuations in value of fixed assets 
need only be considered when there is a change of ownership 
of the business. A revaluation is then in order. 

If assets tend to depreciate or deteriorate through wear 
and tear, inadequacy, or obsolescence, it is assumed, as al- 
ready shown, that such losses are provided for out of current 
revenues or earnings, and as charges of this character do not 
increase the amount of investment they are logically classed 
as revenue expenditures. 


Valuation of Current Assets.—The valuation of current 
assets follows the rule, “cost or market value, whichever is 
the lower.’’ This means that if any of the current assets have 
declined in market value below their cost to the business, the 
difference between the market value and the cost is a loss that 
is to be charged against current earnings. It has already been 
shown that the essential feature of current assets is that they 
are intended for conversion into cash through sale or other- 
wise at the earliest opportunity. Hence, their market price 
is an important factor in their valuation. However, the theory 
governing accounting is that no profit can be realized until 
property or goods are actually sold, and it is therefore not 
safe to increase the value or to take credit for any profit 
thereon until a sale or segregation has been effected. Accord- 
ingly, no appreciation in the value of any assets should be 
brought into the accounts because of a rise in their market 


value, unless they are disposed of and the profit is actually 
realized. 


Working Assets.—The relative amount and kind of the 
free “working,” or “liquid” assets, i.e., cash or cash equiv- 
alents, of any organization requires in many cases closer ob- 
servation and analysis than the property accounts, or fixed 
assets. It is with the working assets that an enterprise meets 


Ch. 22] CORPORATION FINANCIAL STATEMENTS 283 


its current needs and pays its current expenses and obliga- 
tions. If the working assets do not suffice for this purpose 
the company must be able to borrow additional funds to avoid 
financial embarrassment. A receivership might result, there- 
fore, even when the value of the fixed assets is in excess of 
that of the actual liabilities, or when the net earnings are 
sufficient to cover interest on funded obligations. 

Liquid assets are thus a part of the necessary working 
machinery of any business organization. When the amount 
on hand is depleted, it must be replenished by borrowing or by 
reduction of wages or costs of upkeep and other necessary ex- 
penses and charges. Wage-cutting, however, may lead to 
costly labor difficulties, and reduction of necessary expenses 
may impair the company’s credit, rendering impossible the 
securing of new capital required for improvements and ex- 
tensions. Need for working capital arises from the expendi- 
tures for materials and supplies, wages, taxes, and the like, 
and also from expenditures for upkeep, improvements, and 
extensions caused by business expansion. 

Among the working assets, in addition to cash and money 
owing to the business, are included the inventories on the 
finished goods, materials and supplies, and the readily mar- 
ketable securities. The items requiring first consideration are 
cash and accounts receivable. The size of the cash balance 
together with other items readily convertible into cash when 
compared with the current requirements and the amount of 
construction work on hand may indicate roughly whether or 
not additional financing through sale of securities is necessary. 
The borrowing of additional funds has a direct influence, in 
some instances favorable and in others unfavorable, on the 
market value of securities already outstanding. Financiers 
and investors, therefore, scrutinize closely the cash position 
of a debtor concern. It is frequently the best available gauge 
of financial status. 
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Adequacy of Working Assets.—A common method of de- 
termining the relative adequacy of the working assets is by 
contrasting these items with the corresponding working lia- 
bilities, or current obligations on the opposite side of the 
general balance sheet. The latter generally comprise all the 
liabilities in the general balance sheet except capital stock, 
funded debt, reserves, and surplus. This comparison may be 
done in the following manner: 


NATIONAL ENAMELING AND STAMPING Co., INc., DECEMBER 31, 1924 


CuRRENT ASSETS: 
Stock of Merchandise, Materials and Sup- 


plies on hand and in transit............ $7,004,712 70 
Accounts and Notes Receivable after pro- 

viding for Discounts and Bad Debts.... 2,191,598 31 
Casheat sBankersoand) onmiaand arene eer 995,676 53 


$10,191,087 54 
CurreENT LIABILITIES : 


Notes payable emacs ee eet eee $1,700,000 00 
Accountss payablemriiee tise erent iae 1,268,265 79 
Accrued Interest on Refunding First Mort- 
gazes on Golds bOndsmease ne ae trae 4,995 83 
—_—_——_————-—— _ 2,073,261 62 
Netsworkingcapitalan paceman $ 7,218,724 92 


The item of net working assets, or net working capital, as it 
is called, is the reserve force in operating a business. It is, 
therefore, essential in investment analysis to test its adequacy 
from a variety of angles. 


Testing Adequacy of Working Capital— While no rule 
for testing adequacy of net working capital can be applied 
in a hard and fast way, the amount required in each case is 
determined by certain factors, the chief of which are these: 


1. Nature of the business, ¢.¢., the relative marketability of 
its output. 


2. Rapidity of turnover. 
3. Steadiness of sales throughout the year. 
4. Credit accommodation granted customers. 
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5. Credit accommodation granted the business on the basis 
of its financial standing or the marketability of its 
assets. 

6. Extent of the fixed capital investment. 


Each of these will be considered in turn: 


The Relative Marketability of Output.—Companies 
which produce goods or services that have a ready sale can, 
if they desire, easily reduce their working capital requirements 
by disposing of their output. A slight reduction in price below 
the ruling market of goods in general demand, such as food 
products, minerals and wearing apparel in common use, usually 
enables these producers to meet pressing obligations through 
sales. Thus, grain dealers can dispose of millions of bushels 
of wheat by merely selling at a few cents under the market. 
Meat packers, cotton goods manufacturers, and petroleum 
companies, likewise, generally can readily dispose of their 
output by lowering prices. Automobile and farm implement 
manufacturers, machinery producers, and locoinotive and car 
companies, on the other hand, having narrow and specialized 
markets for their output, the demand for which is relatively 
inelastic, i.e., cannot be increased easily through small price 
reductions, may find difficulty in reinforcing their working 
capital under unfavorable market conditions by attempting to 
dispose of stocks on hand. 


Rapidity of Turnover.—It was pointed out on a previous 
page that rapidity of turnover makes possible the profitable 
conduct of business at a low rate of profit. One of the rea- 
sons for this is that a large amount of current assets, 1.e., 
merchandise and materials, relative to the amount of annual 
sales, is not generally required. A chain store company selling 
general merchandise in common use, such as the F. W. Wool- 
worth Company or the Great Atlantic & Pacific Tea Company, 
can empty and refill its shelves many times on an average dur- 
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ing the year. Time, therefore, is not an element of cost with 
these concerns. They are receiving cash constantly and in this 
way pay off bills from day to day without incurring debts to 
carry them over a ripening period. Railroads and public utility 
companies likewise have a rapid turnover since they are re- 
ceiving cash constantly for their services and are not required 
to maintain large stocks of materials on hand relative to their 
total investment. 

A jewelry merchandising concern or a producer of a sea- 
sonable product such as women’s, fancy wearing apparel 
(dresses, millinery and fancy silks) generally demands capital 
for a “carry-over” period. Automobile and agricultural im- 
plement companies and other concerns which have one or two 
“seasons” a year in which sales are made and which require 
a lapse of considerable time in converting raw materials into 
the finished product, as a rule, must have on hand a large 
amount of net working capital in relation to the annual sales. 


Steadiness of Sales Throughout the Year.—This is closely 
related to rapidity of turnover, since concerns that are able 
to convert their current assets constantly from materials into 
cash and from cash back into materials without seasonal varia- 
tions or interruptions have no need for extra working capital 
during a carry-over period. However, if a concern produces 
a product or a service which requires considerable lapse of 
time for its completion, even though its sales are regular 
throughout the year, it necessarily requires greater working 
capital than another doing a similar volume of business, but 
having a rapid turnover. 


Credit Accommodations Granted to Customers.—In in- 
dustries where long terms of credit are granted to purchasers 
or customers, such credits have the same effect in the relative 
need for working capital as delayed sales or as long periods 
required for completion of the cycle of manufacture and dis- 
tribution. Agricultural implement manufacturers, fertilizer 
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companies, clothing manufacturers, and many producers and 
merchandisers of products such as pianos, phonographs, wash- 
ing machines, etc., sold on the instalment plan are in this 
class. The International Harvester Company, the American 
Agricultural Chemical Company and the American Woolen 
Company are among concerns of this sort. 


Credit Accommodations Granted the Company.—As 
pointed out above, concerns that can readily borrow on their 
current assets are relieved of the provision for large working 
capital in relation to the volume of their business. Banks, 
bond houses and investment concerns dealing in marketable 
securities come within this class; also concerns which deal 
in raw materials in common use. These can borrow by 
hypothecating warehouse receipts, t.e., mortgaging their 
goods in warehouses. Grain companies, raw cotton mer- 
chants, and even oil and iron or copper producing companies, 
find it easy to borrow a large part of their “carrying” require- 
ments in this way. 


Extent of the Fixed Capital Investment.—Companies 
which apply capital funds liberally for plant and equipment, 
particularly with a view to effecting economies in wages, 
materials or other production costs, frequently in this way 
reduce correspondingly their need for working capital. Thus 
steel companies, such as the United States Steel Corporation 
and the Bethlehem Steel Corporation, that possess their own 
ore and coal mines; sugar refiners and rubber manufacturing 
companies that have their own cane or rubber plantations, 
and paper manufacturers that have their timber reserves for 
pulp require a reduced amount of current assets in the form of 
ready raw materials and supplies. 

The transfer of assets from current to fixed form is con- 
stantly going on in all large corporations. The introduc- 
tion of expensive labor-saving machinery in plants reduces 
the wage bill and correspondingly the retention of current 
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cash to meet wage bills. The ownership of buildings and 
factories in lieu of leasing same reduces direct outlay for 
rent. The fundamental financial problem in all such capital out- 
lays in fixed form is whether the operating economies resulting 
from the expenditure will offset fully the fixed interest charges 
on the new capital investment. Excessive investment in fixed 
assets is more dangerous to the financial stability of corpora- 
tions than impairment of working capital, since fixed assets 
which are “sunk capital’ are not readily liquidated for cash.* 
Applying these factors to groups of corporations, we find that: 

Railroads, because of steady business operated on a cash 
basis, require for ordinary purposes a relatively small amount 
of working capital. 

Public Utilities, because of large permanent plant invest- 
ment and short credits granted consumers also require rela- 
tively small working capital in relation to volume of business 
or amount of plant investment. 

Industrial companies as a class vary greatly in their work- 
ing capital requirements. Some, such as the International Har- 
vester Company, the Worthington Pump & Machinery 
Company, and the American Locomotive Company normally 
require a large excess of current assets over their current lia- 
bilities. On the other hand, the American Biscuit Company, 
the Corn Products Refining Company, the American Smelting 
and Refining Company, and other concerns conducting cash 
businesses with steady sales throughout the year require as 


a rule a relatively small amount of working capital in propor- 
tion to volume of sales. 


Components of Capitalization.—Turning to the liability 
side of the general balance sheet, the first items generally 
comprise (I) par or nominal capital stock or shares, and (2) 
funded or bonded debt. The capital stock may be of one kind 
only, or of several kinds, and the company may also have no 

2 See Chapter VI. 
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bonds or several bond issues with varying maturities. All 
these items combined constitute capitalization. This capitali- 
zation refers to security issues, and not the amount of capital 
used by the company in carrying on business. 

The issuance of shares without par value is fast becoming 
the general practice, and in course of time will constitute the 
leading method of expressing participation in the proprietor- 
ship of a corporation. The main advantage of no par value 
stock to the investor is that it eliminates to some degree the 
misrepresentation of the amount of capital, 7.e., cash or equiv- 
alent, actually invested in a corporation. It will also do away 
with the necessity of creating a ‘“‘good-will” item among the 
assets to represent the excess of the par value of capitalization 
over the value of the tangible assets acquired through the 
issue of capital stock. 


Equity of Bondholders and Shareholders in Assets.—It 
is a common practice of bankers, brokers and investors to 
compute the value of a corporation’s bonds on the basis of the 
equity or claim of such bonds in the value of the tangible assets 
of the company as shown by the balance sheet. This is done 
in the following manner : 


Mhotalmassets mb ecember 31s TO22. .2.. 2-4 vias avon al tees aye Ae Se: $100,000,000 
Deduct: Good-will ..... Pee che Aeon ce tie $20,000,000 

Current liabilities and reserves........ 25,000,000 45,000,000 

Balance avatlabletior Donds << .cis. riers onde eri ns cates eas $55,000,000 

BOM Geo uts vat Uitvoamersts sce 1c cc1 2) aes seve aes stra ele iege ceara ect 4 = F 20,000,000 

Ralancemavallaplemilot eStock. wsciae seen isn ret $35,000,000 


This computation, except in the case of companies whose 
assets are valued on a cash liquidation basis, has little prac- 
tical utility as an index of investment values.* 


REFERENCES 


(See under Chapter XX1) 


3 For a bank statement indicating the equity or liquidating value of bank shares 
see page 406. 


CHAPTER XXIII 


RAILROAD SECURITIES 
GENERAL CONSIDERATIONS 


Development of Railroad Indebtedness.—The subject of 
railroad securities covers a large field, since, with the excep- 
tion of the government issues, they are the most important 
class of investment securities marketed in the United States. 
As the principles of railroad investment do not differ materially 
from the general investment principles pointed out in the 
previous pages, only the distinctive features of railroad securi- 
ties with which investors and students of finance must become 
familiar will be pointed out here. 

A feature connected with railroad bonded indebtedness in 
this country is the early use of the mortgage lien. In Great 
Britain, where railroad building was slightly in advance of 
that in the United States, railroads were financed by issues of 
capital stock, or of ordinary certificates of indebtedness, which 
gave creditors no lien or preferential claim. Americans, how- 
ever, seemed to have demanded some lien or assurance against 
loss in case their railroad investments would not be repaid when 
due. Accordingly, in the early period of American railroad 
construction, mortgages and other pledges became a predomi- 
nant characteristic of railroad indebtedness. As the railroads 
grew in size and importance and as their capitalization in- 
creased, these railroad mortgages became more complex and 
intricate. Furthermore, the kinds and classes of railroad 
securities multiplied. Of course, a considerable part of Ameri- 
can railroad financing has been accomplished through sale of 
stock and the shares of many existing railroad corporations 
are ranked among investment securities. 
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The history of the Erie Railroad mortgages offers a good 
illustration of multiplication of mortgage liens. The Erie was 
one of the first large railroad organizations in the United 
States. It was originally planned by the state of New York, 
but it was taken over, constructed, and operated by private 
initiative and enterprise. The first Erie mortgage was a docu- 
ment of but three printed sheets, which stated merely that the 
railroad hypothecated its properties to the bondholders. The 
most recent of the Erie mortgages covers more than 150 pages 
and contains abstruse provisions that only the statisticians, 
lawyers, and experts of banking institutions can interpret. 

Before taking up the special characteristics of railroad 
mortgages, a brief discussion of the kinds of railroad bonds 
will be helpful. This has already been covered in a general 
way in Part I but because of special applications to railroad 
investment will be further discussed at this point. It is very 
important from the viewpoint of the bond investor to know the 
real character of his security, which is not always designated 
properly by its name. As already pointed out, a railroad com- 
pany may issue a security and call it a “first and refunding”’ 
mortgage, when it is very little “refunding” and much less 
“first.” No dependence can be placed upon the name of the 
bonds in obtaining an idea of the character of their security 
or the nature of the obligation they represent. 


Debentures or Plain Bonds.—The plain railroad bond 
without the mortgage feature, as already stated, is rather the 
exception than the rule in this country. Very few of these 
issues are found in the American railroad list. Several of the 
New England railroads in the early days followed the policy 
of borrowing by sale of debentures, and a number of these 
issues are still outstanding. They are certificates acknowledg- 
ing indebtedness of the borrower to the holder and agreeing 
to pay a certain sum as interest at specific intervals. In some 
cases, where there is a stipulation to that effect, a railroad de- 
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benture may subsequently become a mortgage bond when the 
railroad property is mortgaged as security for a new bond 
issue. The purpose is to give the outstanding debentures the 
same security as the obligations issued under a subsequently 
created mortgage. In this way a debenture may acquire the 
security of a mortgage without having anything on its face to 
indicate the fact. The New York Central and the Chesapeake 
and Ohio railroads have debenture bonds outstanding which be- 
cause of subsequent mortgaging of their properties are now 
secured by mortgage liens. 


Mortgage Bonds.—Railroad mortgage bonds have a spe- 
cific lien on the whole or part of a railroad property. The lien 
entitles the bondholders to take possession of or to sell the 
property under legal procedure in case the debtor company fails 
to fulfil the provisions of the mortgage contract. The lien 
may be a so-called general mortgage, covering all the property 
owned and subsequently acquired by the debtor, or it may be 
limited to certain portions or divisions of the property. If it 
embraces not only the property that is owned when the mort- 
gage contract is made, but also any property that may be later 
acquired, the clause in the contract which specifies this is known 
as the “after-acquired property” clause. Frequently railroad 
companies have been enabled to evade the after-acquired prop- 
erty clause. When prevented from issuing additional bonds 
under a mortgage with the clause, or from pledging newly 
acquired property under another mortgage, they have organized 
separate subsidiary corporations in whose name as debtor or 
mortgagor the mortgage agreement has been made. This 
practice has resulted in the creation of an excessive number of 
railroad mortgages covering a single railroad system. The 
so-called “divisional’’ mortgages, which are liens upon 
branches or sections of a railroad system, are in some cases the 
result of the evasion of the after-acquired property clause. 
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Collateral Trust Bonds.—The collateral trust bonds of 
railroads, by which a parent company borrows on the issued 
securities of its subsidiaries is frequently the effect of the after- 
acquired property clause. Railroad collateral trust bonds are 
of much the same nature as the mortgage bond and are also 
issued under a deed of trust, the only important difference 
being that the mortgage bond is a mortgage on realty or fixed 
physical property and the collateral trust bond is a mortgage 
on personalty represented by securities. 

The personalty serving as the collateral securing collateral 
trust bonds is known in legal language as “things in action,” 
1.e., claims. The pledge may consist of stocks or bonds, or 
both. It may be the bonds of the debtor company which issues 
the securities. For example, the Pennsylvania Railroad in 
April, 1920, sold its ten-year collateral trust bonds secured by 
its general mortgage bonds. A short time previously, the 
Baltimore & Ohio and the New York Central railroads issued 
collateral trust bonds, each secured in part by stock of the 
Reading Company. In this latter case the securities pledged 
were those of another corporation. 

Additional examples of collateral trust bonds secured by 
the capital stock of other railroads are the Atlantic Coast Line 
“Louisville & Nashville Collateral Trust 4% Bonds,’”’ and the 
Reading Company “Jersey Central Collateral Trust 4% 
Bonds,” due 1951. A number of railroad companies have 
issued bonds secured by the pledge of the capital stock of their 
coal companies or other separately incorporated industrial 
properties which they own. 


Equipment Trust Certificates—Another important class 
of securities issued by railroads is known as “equipment trust 
certificates.’ These carry a lien on personalty consisting of 
physical property, such as locomotives and cars, 1.¢., rolling 
stock of the railroads. Equipment obligations have attained 
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such importance as a distinct class of railroad obligations that 
they comprise a separate group among investment securities. 

There were outstanding in the United States at the end of 
1924 approximately $750,000,000 of railroad equipment, or 
car trust certificates, as they are frequently called. The volume 
is constantly growing and in view of the fact that this form 
of indebtedness was not widely used as a means of borrowing 
until toward the end of the last century, their absorption by 
investors at low rates of income return is an indication of their 
popularity. [Equipment trust obligations are peculiar in form, 
in security and in investment status. Their value rests to some 
extent on the general credit of the railroad company using 
them, yet as pointed out by Professor Dewing this general 
credit has little to do with determining their intrinsic merits.’ 

The security of railroad equipment trust certificates, com- 
monly known as equipment obligations is the pledge of per- 
sonalty or chattels, consisting of locomotives or cars or both. 
In mortgaging chattels, i.e., personal property, as dis- 
tinguished from realty, certain legal provisions must be ob- 
served which generally do not apply to a mortgage on real 
estate or other fixed property. As in the case of collateral 
trust bonds, the mortgaged property secured by equipment trust 
certificates is legally placed in the possession of a trustee 
appointed to act as the agent or representative of the mort- 
gagees, 1.¢., the holders of the certificates. Equipment trust 
certificates, however, are peculiar in the respect that the 
mortgaged personalty is left in the possession and use of the 
debtor corporation, and is not held by the representative of the 
creditors, i.e., their trustee to whom it is pledged. 


Issued under Two Plans.—There are two plans under 
which equipment trust certificates are issued. One is known as 


1See Dewing, The Financial Policy of Corporations, Vol. 1, Ch. V. This is 
probably the best short description of the history and investment standing of rail- 
road equipment obligations. A more recent publication by Kenneth Duncan, Equip- 
ment Obligations, New York, 1924, covers the subject in more detail. 
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the “Philadelphia plan,” under which the ownership and full 
legal title to the equipment is in the name of a corporation 
or an association which acts as trustee for the certificate- 
holders and which issues the certificates. The indebtedness is 
therefore not directly that of the railroad company. The 
company, however, usually guarantees the principal and inter- 
est and gets a lease of the equipment for the term of the in- 
debtedness, paying a rental sufficient to meet interest and the 
principal at maturity of the equipment trust certificates. Thus, 
as long as the certificates are outstanding the equipment is 
leased by the trustee to the railroad company and the net rental 
that the company pays is in lieu of the interest and the in- 
stalment payments on the principal. Under the terms of the 
lease, when the interest and the instalments of the principal 
have been paid the equipment becomes the property of the rail- 
road company. 

The other plan of issuing equipment trust certificates is to 
give the railroad title to the equipment under a conditional 
sale agreement, in the same way as it is given title to mortgaged 
realty. Instead of the locomotives and cars being leased to the 
company, as under the Philadelphia plan, the railroad acknowl- 
edges that the equipment is mortgaged for the indebtedness 
and that it will pay the interest and principal to holders of the 
certificates. If interest and instalments of the principal are 
not paid the trustee can claim possession of the mortgaged 
property under foreclosure. 


Investment Factors Relating to Railroad Bonds.—In 
studying these factors there should be considered, first, the 
railroad as a money-making enterprise, and, second, the in- 
vestment position of the specific bond or stock issue under 
investigation. If a particular bond issue is studied, the in- 
vestor should naturally look into such matters as the rights, 
claims, and privileges of the holders of the issue as set forth 
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in the mortgage indenture. He should inquire into the loca- 
tion and extent of the mortgaged property, whether it is the 
main line or a branch line, and whether the mortgage is a first 
or an inferior lien. He should also ascertain the authorized 
or maximum amount of the bonds that can be issued under the 
mortgage, the amount of the bonds that have been issued under 
the mortgage, the amount of other bonds outstanding having 
prior lien and the relations of such amounts to the value 
and earning capacity of the property. The conditions under 
which the unissued portion of the authorized maximum amount 
may be issued and sold should also be known. Such conditions 
are invariably found in the mortgage indentures. 

Thus, assume that a mortgage covers a railroad line a 
thousand miles long. The amount of the bonds already issued 
and outstanding under the mortgage is $10,000,000, out of a 
total authorized issue of $25,000,000. The unissued portion 
can be put out only to acquire new railroad property or to 
make extensions or improvements on existing lines, and the 
rate at which additional bonds may be issued shall not be in 
excess of 75 per cent of the cost of such new extensions or 
improvements. To determine whether this property is highly 
mortgaged, it is usual to divide the $10,000,000 by the one 
thousand miles and the resulting amount would be the rate 
per mile of bonds outstanding. If it is a case of a mortgaged 
main line of an important railway doing a large business and 
earning a substantial net income, a first issue amounting to 
$10,000, or even as much as $50,000 per mile, would not be 
considered excessive. But if the mortgage covers only a 
branch line and the indebtedness per mile on that section is, 
say, $25,000, the amount would in all likelihood be excessive 
and in case of default of the bond issue the property would be 
given over to the bondholders who may not be able to operate 
it profitably or to dispose of it without a loss. 


: Hence the 
security of principal would be impaired. 
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Statistical Data—vThese matters are examined carefully 
by the statistical departments of banks and bondhouses. Im- 
portant data relating to relative bond values are generally con- 
tained in the investment manuals and bond books noted in Ap- 
pendix A at the end of the volume. Bond salesmen, investors, 
and bankers should know if the railroad is lightly or heavily 
mortgaged, whether its funded debt is increasing or decreas- 
ing, and whether the net earnings are growing or declining. 
Information in regard to the amount of mortgage in relation to 
the mileage is of very little value unless it also gives the char- 
acter and quality of the railroad, its physical structure, and 
the earning power of the part of the property mortgaged. 

A double-track railroad is usually more valuable than a 
single-track, and a three- or four-track road is usually worth 
more than a double-track. Prospective investors should also 
know the various physical assets covered by the mortgage, such 
as rolling stock, terminals, bridges, etc. Some of the mort- 
gages cover valuable terminal property, as for example, the 
Grand Central Terminal and the Pennsylvania Terminal in 
New York City. The character of the bridges, the quality of 
the rails, 7.e., whether light or heavy, the kind of ballast and 
the quality of the ties, and other facts about the physical con- 
dition of the railroads should be explained to investors by 
expert bond analysts. The ordinary layman cannot go into 
all these details, but he should at least know something of 
the geographical location of the line and the character of its 
construction, as well as its capitalization and earnings. As a 
rule the cost of construction will be less on a line built through 
the prairie than on a line built through a country cut by moun- 
tains and rivers. 


Studying the Railroad as a Whole.—In addition to hay- 
ing special information about the nature of the mortgaged 
property, the holder of railroad bonds should usually know the 
character of the railroad as a whole, the geographical section 
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which it traverses, and the relationship of the main line to its 
branches and to connecting railroads or other transportation 
facilities, as the so-called “feeders” of the main stem in many 
cases prove to be “suckers” which absorb profits rather than 
add to them. 

A knowledge of the volume and nature of the traffic of a 
railroad is also quite essential in understanding the investment 
qualities of its bonds. If it has a high-grade traffic, 1.e., car- 
ries articles on which a high freight rate is charged, its profits 
are apt to be relatively larger than if its traffic is low grade 
and consists of such articles as coal and ore on which a low 
freight rate is charged. However, the fact that one railroad 
has a greater proportion of high-grade traffic than another 
does not indicate that its bonds are a better investment. If 
‘the quantity of low-grade traffic is very large, it may be a 
very profitable business if handled cheaply. These matters are 
considered in the next chapter. 


Directors.—The business character of the directors is im- 
portant in estimating the investment merits of a railroad’s 
securities. Some men are considered particularly high grade. 
In fact much railroad success is due to the influence and activ- 
ity of a few directors who because of their understanding of 
railroad problems can judge how to manage the property ef- 
ficiently and economically. On the other hand, there are many 
directors of railroads who are unable or unwilling to give 
proper attention to the affairs of their company and investors 
in railroad securities have suffered at times on their account. 
It is essential for a railroad to have strong financial backing 
to assure its future. It is a well-known fact that certain large 
banking houses constantly stand behind a railroad and are ever 
ready to buy its securities and market them. 


Railroad Systems.—There is unity of control among rail- 
roads. The Union Pacific through part ownership of the 
Union Pacific Company since 1909 controlled the financial 
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policy and the operations of the Illinois Central system. The 
Great Northern and the Northern Pacific systems, besides 
being affiliated through personal control of the same financial 
interests, have also a joint control of the Chicago, Burlington 
& Quincy system. The Missouri Pacific and the Western 
‘Pacific systems have also become affiliated through a joint 
control of the Denver and Rio Grande Western Railroad and 
through the personal influence of the same financial interests. 
Together, from an administrative viewpoint, they may be de- 
fined as a railroad system. 

Thus, the system of grouping of railroads in the United 
States may be on the basis of administrative as well as traffic 
control. This administrative control may be lodged witk in- 
dividuals or with corporations, or with both jointly, as shown 
in the following list: 


RAILROAD AFFILIATIONS 


The Hill Group Carolina, Clinchfield & Ohio 
Great Northern 
Northern Pacific 
Chicago, Burlington & Quincy 


Southern Pacific Group 
Southern Pacific Lines 
Central Pacific 

The Harriman Group Northwestern Pacific 

F ; El Paso & Southwestern 
Union Pacific 


Illinois Central Southern Railway (Morgan) Group 
Central of Georgia The Southern Railway and leased 
lines 

Pennsylvania Group ; The Mobile & Ohio Railroad 
Pennsylvania Lines Alabama Great Southern 
Norfolk & Western Cincinnati, New Orleans & Texas 

: Pacific 
Vanderbilt Group Georgia, Florida & Southern 


New York Central Lines ; ; : 5 
Reading (jointly with Baltimore Missouri Pacific (Kuhn-Loeb) Group 
& Ohio) Missouri Pacific 
Chicago & North Western System Wabash 
Denver & Rio Grande 
Atlantic Coast Line (Walters) Group Texas & Pacific 
Atlantic Coast Line International & Great Northern 
Louisville & Nashville Gulf Coast Lines 
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The Van Sweringen (Nickel Plate) The Pere Marquette 
Group The Erie 


The New York, Chicago & St. 

Louis (The Nickel Plate) The Rockefeller Group 
The Lake Erie & Western The Western Maryland 
The Chesapeake & Ohio The Wheeling & Lake Erie 


The progress of unification in railroad administrative con- 
trol is only partially indicated in the above grouping. In fact, 
of the entire steam railroad mileage of the United States, less 
than one-fourth may be termed independent. This situation 
is of particular significance to investors. The character and 
resources of the administrative control of any business enter- 
prise are fundamental elements of its investment value. Profit- 
able and satisfactory railroad operation requires both sound 
financial policy and efficient management. Adequate facilities 
for obtaining credit must also be at hand. This means that 
strong banking interests capable of procuring necessary cap- 
ital funds are to be represented in the management. One of 
the conditions assisting in the absorption of many local lines 
by large railroad systems has been the inability of the in- 
dependent companies to obtain with their own resources proper 
banking support. 


Methods of System Unification—The means of uniting 
separate railroad corporations into a system are various. The 
original method was through corporate merger. This was the 
plan followed by the New York Central when it consolidated 
some sixteen local lines operating between Albany and Buffalo. 
Legal restrictions and failure to satisfy dissenting shareholders 
have now rendered corporate consolidations exceedingly dif- 
ficult. An example is afforded in the New York Central & 
Hudson River Railroad’s endeavor to merge the New York 
& Harlem River Railroad with its own corporate lines. 
Though the shareholders of the latter have been offered $175 
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for each share ($50 par value) of stock, a substantial minority 
at this writing is holding out for better terms. The same sit- 
uation has developed with reference to the Michigan Central 
Railroad, all but a small outstanding amount of whose shares 
are owned by the New York Central. 

A further practical difficulty against mergers is the heavy 
capital outlay involved. When administrative control can be 
obtained through the acquisition of a substantial part (usually 
51%) of the capital stock, the purpose of unification in most 
cases is gained as well as through complete merger. The in- 
vestment outlay of the purchasing company, however, is very 
much less. Herein lies one of the chief reasons why railroad 
unification in the United States has taken the form of majority 
stock ownership. It has led to the creation of two distinct 
railroad administrative activities; one, consisting of the trans- 
portation operations of lines directly operated, the other re- 
lating to investments represented by stockholdings in sub- 
sidiary and affiliated companies. Thus, there are railroads 
which are in part “holding companies” and in part, “operating 
companies.” The importance of distinguishing between these 
activities of railroad organizations cannot be too highly 
emphasized. 

There are a few instances where the administrative control 
is lodged with a “holding company” operating no railroad 
mileage under its corporate name. The Reading Company was 
atype. This Company was organized in 1896 for the purposes 
of acquiring the Philadelphia & Reading Railroad Company 
and the Philadelphia Coal & Iron Company. | Later, it ac- 
quired 53% of the capital stock of the Central Railroad of 
New Jersey. In addition to these large holdings, the Reading 
Company had miscellaneous holdings in street railways, naviga- 
tion and mining companies. But the Reading Company, itself, 
is controlled jointly by the New York Central and the Balti- 
more & Ohio systems, each of which owns 21.7% of its 
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$140,000,000 capital stock.7 The Southern Pacific Company 
is also largely a holding corporation as it owns directly (7e., 
in fee) but 562 miles of railroad contrasted with about 13,000 
miles of controlled lines. 


Proposed Railroad Consolidations.—The attitude of the 
federal government toward railroad consolidations is indicated 
in the Transportation Act of 1920. Under the provisions of 
this important piece of legislation, the Interstate Commerce 
Commission is directed to prepare and adopt a plan for the 
consolidation of existing railroad properties into a limited num- 
ber of competing systems and to authorize consolidation only 
when in harmony with its plans. 

The primary purpose of urging railroad consolidations as 
provided by the Transportation Act is to eliminate the unequal 
financial positions of competitive carriers operating in the 
same territory. In the petitions of railroad companies for the 
general rate increases the settlement of the cases have been 
complicated by the unequal financial condition of competing 
carriers. The so-called “weak roads” were always confronted 
with the good financial showing of competing strong lines 
operating under the same rates as themselves. For this reason it 
was difficult for the carriers in a common territory to base their 
claims for higher compensation on their aggregate earnings. 

Accordingly, a theory was evolved and strongly advocated 
by certain railroad interests that operating income of the 
strong roads in excess of a fair return upon the value of their 
railway property should be shared with their weak sisters. 
Congress partially accepted the ‘weak roads” argument. The 
new act provides that such carriers under the rates prescribed 
by the Commission as “receive a net railway operating income 
substantially and unreasonably in excess of a fair return upon 
ceteese of the properties of the Reading Company, notably the anthracite Saal mines 


and the Jersey Central shares, have been segregated by a decree of the United 
States Supreme Court. 
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the value of their railroad property . . . shall hold such part 
Of ile Excessus =) 5 as) trustee’ for, and’ shall) pay it to the 
United States;”’ 

Aside from the primary purpose underlying the consolida- 
tion clause of the Transportation Act, there is a more im- 
portant and underlying motive; one which concerns directly 
the future value and trend of railroad securities. This is the 
economy motive. From both the public and the railroad view- 
point, the chief motive of consolidation lies in lower costs of 
conducting the transportation service. This lower cost can 
be effected in two ways: (1) by more equitable distribution of 
traffic movement over existing lines through consolidations, 
and (2) by lowering unit costs in handling the railroad business 
as a whole. 

There is no doubt that through consolidation of inde- 
pendent lines—particularly competing lines—traffic movement 
may be more economically distributed and routes which.are 
now congested could be relieved of burdensome costs or of 
delays by diversion of business to the thinly patronized lines. 
The difficulty here, however, is that the law requires the main- 
tenance of competition over existing traffic routes. The task 
of measuring or determining possible railroad economies 
through consolidations is equally as difficult as the maintenance 
of competition along exisiting routes of traffic. The work 
here is necessarily of a statistical nature. Railroad statistics, 
as shall be shown in the next chapter, are extremely trouble- 
some to properly interpret because of the difficulty of obtaining 
satisfactory standard units of cost and of efficiency in opera- 
tion. There are many facts outside the bare figures to be con- 
sidered, and these factors are constantly changing in their 
relative importance. ; 

While these problems are being slowly and cautiously con- 
sidered by the Interstate Commerce Commission, there has been 
gradually developing a perceptible movement toward voluntary 
mergers and consolidations. As in these matters the Interstate 
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Commerce Commission under the law can exercise a veto 
power, such mergers, combinations and alliances as are per- 
mitted are in effect the action and will of governmental author- 
ity. The movement, therefore, should be closely watched by 
investment bankers and railroad security holders, since expe- 
rience has proved that nothing is more patent in building up or 
tearing down railroad net earning capacity than a railroad com- 
pany’s expansion policy. 


Railroad Valuation.—Of equal importance to railroad in- 
vestors is the problem of railroad physical valuation. As a 
means of railroad rate adjustment, the Transportation Act of 
1920 provides: 


In the exercise of its power to prescribe just and reasonable 
rates, the Commission shall initiate, modify, establish or adjust 
such rates so that carriers as a whole (or as a whole in each of 
such groups or territories as the Commission may from time to 
‘time designate) will, under honest, efficient and economical man- 
agement and reasonable expenditures for maintenance of way, 
structures and equipment, earn an aggregate annual net railway 
operating income equal, as nearly as may be, to a fair return 
upon the aggregate value of the railway property of such carriers 
held for and used in the services of transportation. 


Incidentally, it should be noted that this provision adds nothing 
new in theory or fact. Under the law, public utilities are en- 
titled to charge rates that give “a reasonable return on the 
value of their property.” The perpetual difficulty has been to 
define clearly “reasonable return” and “fair value.” Since 
1914, the Interstate Commerce Commission under the valua- 
tion section of the Interstate Commerce Act has been endeavor- 
ing to establish by an actual inventory of railroad property a 
basis of fair value. No definite results have been attained 
up to the year 1925, nor is anything along this line to be 
finally and conclusively accomplished after years of litigation. 

Under the terms of the Valuation Act, the Interstate 
Commerce Commission is to investigate, ascertain, and report 


Ch. 23] RAILROAD SECURITIES 305 


the value of all property owned or used by every common 
carrier subject to federal regulation. The Commission 
is required to report in detail as to each railroad property, 
“the original cost to date, the cost of reproduction new, the 
cost of reproduction less depreciation, and an analysis of the 
methods by which these several costs are obtained, and the 
reasons for their differences, if any.” 

The broad requirements of the act place a stupendous task 
on the commission and on the railroads. Because of the mag- 
nitude of the work, progress in outlining definite policies and 
procedure has been slow. Conferences between representatives 
of the Commission and of the railroads have resulted in definite 
and standard instructions regarding certain matters of pro- 
cedure. But the important economic problems involved in the 
question of valuation at the time of this writing have not been 
worked out. 

One of the principal sources of difficulty which will prob- 
ably be met throughout the whole task of valuation is the lack 
of definite terminology. There is nothing in the congressional 
act to indicate that any limitation upon the meaning of 
“value” was intended, or that “value’’ in its broadest sense 
was not meant, or that the valuation is to be for any particu- 
lar purpose. The legal theory of fair value is comparatively 
new. The Supreme Court in a frequently quoted opinion 
(Smyth v. Ames) has laid down certain elements of value, 
but has not weighed them in any definite scale.* Moreover, 
in the numerous opinions of courts, commissions, and legisla- 
tures, there is a constant and seemingly unavoidable confusion 
of “cost” and “value.” This has resulted in a distortion of 
the economic concept of value, and a substitution of engineer- 
ing and accounting opinions for the standard dicta of classical 

2The elements of “fair value’? as stated by Justice Harlan are: “The original 
cost of construction, the amount expended in permanent improvements, the amount 
and market value of bonds and stock, the present as compared with the original cost 
of construction, the probable earning capacity under particular rates prescribed by 


statute, and the sum required to meet operating expenses are all matters for con- 
sideration and are to be given such weight as is just and right.” 
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economists. The terms “physical value’? and “fair value’’— 
now so flagrantly misused—have not the definiteness of con- 
cept which economists of the past generation considered 
essential for the establishment of an economic doctrine. 

In the valuation of the Kansas City Southern* and the 
Atlantic, Birmingham & Atlantic, it was reported that original- 
cost-to-date could not be definitely ascertained. Moreover, no 
estimates, data, or findings were reported with reference to 
“other elements of value.”” The “original and present cost of 
condemnation of land and damages or of purchase in excess 
of such original cost or present value,” as required by the 
language of the Valuation Act, were likewise not reported. 
The Division of Valuation of the Interstate Commerce Com- 
mission seems to have prepared its estimates solely on engineer- 
ing appraisals of actual physical property in use, leaving to 
the Commission itself or to the courts the determination of 
other matters, nearly all of which are in dispute. 

The railroad companies which have been served with 
notices of the tentative valuation of their properties have filed, 
as required by law, written protests against the figures sub- 
mitted to the Commission. These protests are based mainly 
on the following contentions : 


1. The valuations are incomplete in that they deal merely 
with engineering appraisals. They exclude many 
“costs” incurred in the construction and development 
of the property. 

2. Unwarranted deductions from value have been made on 
account of depreciation, the carriers contending that as 
long as a railroad property is efficiently and adequately 


maintained through repairs and renewals, there is no 
depreciation. 


; *The first important tentative valuation report of the Interstate Commerce Commis- 
sion comprises the Kansas City Southern system, having 841 miles running from 
Kansas City, Missouri, to the Gulf. The cost-of-reproduction of this system is placed 
at $47,015,814 and the reproduction-cost-less-depreciation at $39,867,902. These figures 
are regarded as extremely low in view of the fact that since 1900 about $20,000,000 
of new capital was applied in physical improvements, en 
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3. No allowances have been made for abandoned property, 
although in many instances abandonments are as much 
the cost of the ordinary American railroad as is the 
cost of preliminary surveys in originally locating the 
line or the false work in building the bridges, and other 
expenses incurred in developing and operating a rail- 
road plant. 

4. The land values as determined by the Division of Valua- 
tion do not constitute the “present value” thereof since 
no allowances have been granted for cost of acquisition, 
severance damages, destruction or removal of buildings 
and the like. 

5. Nothing has been added to reproduction value to repre- 
sent the intangible or so-called “other elements of 
value” which the valuation act requires to be separately 
inventoried, 

6. The working capital or quick assets of the carriers has 
not been inventoried, although such assets are an 
integral part of the railroad property and are essential 
to the operation of the railroad. 


Since railroad rate adjustments and the proposed con- 
solidations of railroads cannot be finally and adequately ac- 
complished until these matters receive final court adjudication, 
the topic of railroad valuation is one requiring the interest 
and close attention of investors. 
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CHAPTER XXIV 


RAILROAD SECURITIES 
PHYSICAL AND TRAFFIC CHARACTERISTICS 


Factors Determining Intrinsic Value.—The intrinsic value 
and investment qualities of railroad securities are determined 
by many factors. These comprise not only those mentioned 
in the previous chapter, which may be studied in reference to 
general railroad financial problems and with the aid of data 
compiled in the investment manuals, railroad mortgage maps, 
analyses, etc., but also the factors relating to the activities, 
financial structure and operating conditions of the individual 
companies. Information relating to these matters can be 
found to some extent in the annual reports of the railroad com- 
panies to their shareholders and to the Interstate Commerce 
Commission. The materials forming the basis of an intense 
analysis of railroad securities may be classified as follows: 


1. Data relating to the character of the transportation facili- 
tices. Hereunder are analyzed the physical features of 
railroads in so far as they influence railroad operations 
‘and indicate the adjustment of transportation facilities 
to traffic demands. 

2. Data measuring efficiency and economy of operation. 
These are the so-called traffic or ‘“‘mileage’’ statistics, 
indicating the nature and volume of the traffic, and the 
cost in transporting and in handling the same, expressed 
under proper terms and in standard units. 

3. Data measuring revenues, expenses and net earnings. 
Herein is comprised the study of the income account 
and profit and loss account. 

4. Data measuring the capital investment tn relation to the 
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corporate resources and liabilities. Analyses of the 
general balance sheet and, more particularly, capital- 
ization are afforded by this class of material. 


Physical Factors in Operations.—The geographical and 
physical location of a railroad and the quality and character of 
the superstructure, the quality and quantity of the rolling 
stock, the character of the terminal facilities, all are elements 
which, combined with wise financial policy, efficient manage- 
ment and a paying traffic determine the safety of the investment 
represented by the outstanding securities. The problems of 
determining the physical structure belong to the realm of the 
engineer. Investors and transportation students, however, are 
also concerned with these problems and cannot afford to 
neglect them. Public safety, operating efficiency and earning 
capacity require adequate physical facilities. Moreover, rail- 
roads are constantly demanding additional capital for extensions 
and betterments. It is with the object of assisting a proper 
judgment as to whether the interests of both security holders 
and the public are safeguarded in such matters that the fol- 
lowing discussion of railroad physical features is presented. 


Distance.—Though there is considerable advantage to a 
railroad in having a shortest possible route between two im- 
portant termini, the element of distance, unless pronounced, is 
probably the least important of the primary physical factors. 
Detours to avoid heavy construction cost or for the purpose . 
of reaching cities and towns are frequently more economical 
than a direct route, constructed without reference to topography 
or industrial considerations. To follow a water course re- 
gardless of the windings and detours was the natural route of 
early railroad construction. Not only were easy gradients thus 
obtained, but the established centers of population and of traffic 
were also reached along these natural channels of trade. It 
seems, therefore, that much of the large expenditures for ‘‘cut- 
offs,”’ viaducts and tunnels to shorten lines are not economically 
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justified. Such expenditures—caused largely by public de- 
mands or the rivalry of competing lines—are responsible in 
many instances for the diminishing rate of return on railroad 
capital. Railroad security holders, in consequence, have fre- 
quently undergone losses in thus promoting public convenience. 


Grapes.—Grade is probably the principal feature of loca- 
tion affecting railroad operations. Steep grades by increasing 
the resistance to be overcome by the locomotive have an adverse 
effect on operating costs. When the incline of the roadbed 
rises but a few inches for each one hundred feet distance there 
is usually reduction of speed and an extra strain on the equip- 
ment. The use of additional locomotives to the train may be 
required. All this adds to the expense of fuel, wages and 
upkeep. 

The constant reduction of grades has been a prominent fea- 
ture of American railway structural development. A quarter 
of a century ago, a %4% (0.05) grade (1.e., a rise of one-half 
foot for each hundred feet distance) was considered the in- 
ferior limit that economy of operation on any line required. 
But on many of the railroads having a heavy traffic a one-half 
per cent grade is like a modern harbor channel only deep enough 
for coasting vessels. Much railroad capital has been ac- 
cordingly expended to reduce grades from 4% to 0.2%. The 
wisdom of such expenditure should be reflected in reduced 
hauling costs. If such a result is not obtained, the security 
holders suffer the consequences of the waste of capital. 


Curves.—Though affecting operating costs less than 
grades, curves are of no small consequence in the estimation 
of railroad physical qualities. Besides limiting speed of trains 
and lessening locomotive hauling power, curves cost more 
to maintain and to operate than straight stretches of track. 
They are also a fertile source of accidents. Curvature in 
railroad construction, therefore, is tolerated only because of 
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the heavy cost of its elimination. The same economic con- 
siderations apply here as in the case of grades. 


ROADBED AND SUPERSTRUCTURE.—Physically a railroad is 
anything from a mud bank with two streaks of iron rust to 
a multi-tracked, rock-ballasted steel highway equipped with 
contrivances for safety, speed, comfort and economy. The 
wide disparities in physical’ structure not only confine compari- 
sons among railroads within very narrow limits, but also 
render difficult the adoption or establishment of proper and 
satisfactory standards for measuring the adequacy of trans- 
portation facilities or of efficiency methods. Many factors 
are to be considered in these matters, and the relative values 
require close study for proper interpretation. 

To describe all physical features bearing on operation is 
manifestly uncalled for here. The detrimental operating effects 
of inadequate physical facilities may be pointed out with ref- 
erence to the Erie Railroad. Notwithstanding its large traffic 
expansion and its position as an important Eastern trunk line, 
the Erie because of inability to obtain capital on reasonable 
terms had been struggling along with inferior track and termi- 
nal facilities. On one stretch of track some fifty miles east 
of Chicago, the regular daily movement of business is re- 
ported to have included from 700 to 1,000 loaded eastbound 
freight cars, 500 to 700 westbound loaded freight cars and 
several passenger trains each way. A freight train, no matter 
how profitable it might be, is invariably sidetracked for a 
passenger train. This means that it is held “idle” on a siding 
to let the passenger train pass. If the two trains happen to be 
going in the same direction the delay to the freight train may 
be only a few minutes; if they are going in opposite directions 
the freight train may lose an hour or more. If there is a 
“mishap,” a half-day tie-up may be the consequence. The 
losses from unavoidable delays and accidents devoured the 
Erie’s revenue gained from additional business. In com- 
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peting with the Baltimore & Ohio, the New York Central and 
the Pennsylvania (having respectively long stretches of two, 
four and six track lines) the Erie, from the viewpoint of 
operating economy, has. been seriously handicapped although 
handling in proportion to its mileage more freight business 
than the New York Central system which has four tracks all 
the way from New York to Chicago. Thus, Erie was not 
able to serve the shipper and the public at as low a cost as is 
possible under the best operating conditions. This is the 
problem. Railroad-earning power rests not alone on per- 
forming the transportation service, but performing it eff- 
ciently and economically. 


Study of Traffic Statistics—For purposes of analysis, 
railroad traffic statistics may be grouped under two main 
categories : 


1. Those indicating the nature of the traffic, i.e., the volume 
and the classes of freight and the number and kinds of 
passengers carried. 

2. Those indicating efficiency and economy in conducting the 
transportation service. 


The Measurement of Volume and Class of Traffic.— 
Herein are included all data dealing with 


(a) The classes and kinds of commodities carried, 

(b) The average rate received for each and all classes, 
(c) The average density of the traffic, and 

(d) The average distance each unit is conveyed. 


Obviously, over these matters the railroad managers have 
very little direct control. A railroad is compelled to accept 
for transportation the kind of freight offered and to convey 
this freight to a designated station on its lines, or, when the 
point of destination is not on its own lines, to a convenient 
transfer station. The compensation received for each class 
and kind of service is determined largely by competitive and 
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economic forces. Each factor—class of commodity, weight, 
length of haul, and rate—affects earning power. It is for 
this reason that the details of these factors are so carefully 
collected and analyzed and that the so-called ‘‘ton-mile’” and 
“passenger-mile” statistics have been developed. The ton- 
mile, meaning one ton of freight carried one mile, is the most 
commonly used traffic unit. It combines the two transportation 
cost factors weight (or number in the case of passengers) and 
distance. Only the resulting data are alike useful to railroad 
managers, to investors and to the public. 


The Ton-Mile Averages.—The ton-mile and other funda- 
mental traffic units are employed as averages. It is the charac- 
teristic of the average to give no information of the differences 
and disparities of the individual units on which it is based. The 
ton-mile accordingly gives no indication of the classes and 
kinds of commodities carried, the character of the service 
rendered or the gross receipts and rate received from each 
class. It covers all kinds of traffic, both “through” and “local,” 
as well as “high grade” and “low grade.’’ The Atchison, 
Topeka & Sante Fe Railroad, for example, has a large fruit 
and vegetable traffic which it hauls all the way from California 
to the Atlantic States. The Western Maryland and the Chesa- 
peake & Ohio railroads carry mainly coal, sand and iron ore, 
all bulk articles that are hauled but relatively short distances. 
In the first case the haul is long and the rate received per ton is 
high. In the second case the rate is low and the haul is short ~ 
because the large bulk of the commodities in relation to their 
low monetary value places an economic limit on the transporta- 
tion charge that enters into their market price. Accordingly, 
in every summarized statistical statement based on ton-mile 
averages full consideration should be given to the relative 
proportions of the various classes of commodities carried. 


Classification of Commodity Traffic.—The railroads, since 
1908 have followed the Interstate Commerce Commission’s 
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classification of railroad freight tonnage, namely, Products of 
Agriculture, Products of Animals, Products of Mines, Prod- 
ucts of Forests, of Manufacture, Merchandise and Miscella- 
neous. With the exception of merchandise, the classes com- 
prise only carload shipments. It is evident that, although in 
some instances the requirements of a general comparison are 
met with in this classification, the wide disparities among the 
commodities within each class preclude a correct indication of 
the real character or of the profitableness of the group. Thus, 
the Atchison‘s freight traffic consists of about 28% in agri- 
cultural products, of which fruit and vegetables are about 
one-fourth. Measured by receipts, however, and probably by 
profits, the fruit business is a very much larger proportion. 
Similarly, dressed meats are included under Products of Ani- 
mals, along with live stock, hides, bone, fertilizer and the like. 
The length of the haul as well as the receipts per ton-mile of 
dressed meats, however, is far in excess of the average for 
all commodities in the group. 

Essential to correct measurement of railroad traffic is a 
knowledge of the relative proportions of carload and less-than- 
carload freight. Some commodities as coal and pig iron are 
always shipped in carload lots only. Many other commodities 
(e.g., dry goods) are largely forwarded in “less-than-carload”’ 
lots (L. C. L. freight). The consuming capacity of the terri- 
tory traversed frequently determines how far a railroad com- 
pany can enjoy carload lot shipments. Accordingly, two rail- 
road systems traversing different localities, though carrying 
the same proportions of similar commodities, may sustain wide 
differences in the average rate and the net profit received from 
the same class of freight. In the case of carload shipments, 
the freight rate on a ton-mile basis, largely because of econo- 
mies in handling, is naturally less than when the same com- 
modity is shipped as a less-than-carload lot. The profit on 


carload shipments to the railroad, however, may be relatively 
greater. 
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Diversification of Traffic—aA railroad system may be 
largely dependent for revenue on one class or kind of com- 
modity, or it may have a diversified traffic, i.e., one class of 
freight is not disproportionately large or small. Certain com- 
modities enter more largely into freight movement than others 
not only by reason of their limited areas of production and 
widespread demand, but also because transportation is an es- 
sential element in the preparation for their consumption. 
Moreover, raw materials and bulky articles, such as mine and 
forest products, naturally tend to outweigh lighter products. 

A railroad hauling a diversified tonnage is generally con- 
sidered as a more favorable investment than one whose traffic 
consists almost exclusively of one commodity. Yet, the finan- 
cial success of many leading railroad systems has been due 
to the large revenue afforded by heavy traffic of some impor- 
tant commodity. Thus, the heavy coal tonnage of the 
“anthracite” and the “bituminous” roads, and the ore tonnage 
of lines extending from Lake Erie to Pittsburgh, in connection 
with other freight movement, furnishes these railroads a heavy 
business which is conducive to low operating costs per traffic 
unit. Fluctuations in the predominant item of tonnage, how- 
ever, occasionally impair the earnings of these companies. In- 
asmuch as stability of earning power is a principal source of 
financial security, railroad managers aim to acquire as diversi- 
fied tonnage as may be possible in the territory traversed. 

A further disadvantage of the predominance of one kind 
of traffic is the unequal movement in both directions. This 
necessitates the extra expense of the “back haul” of empty 
cars. In some cases a “return tonnage” has been developed 
to offset this expense. Thus, the ore carrying lines supplying 
the Pittsburgh district have a return tonnage of coal to the 
lakes. Similarly, the Delaware, Lackawanna & Western has 
succeeded in building up a large import traffic over its lines 
from the seaboard to interior points. Even though this equal- 


316 CORPORATION SECURITIES per 1 


ization of traffic flow may not reduce the back haul of empty 
cars it, at least, avoids the necessity of all empty car trains." 


Traffic Density—Large tonnage is the fundamental factor 
of profitable railroad operation. Railroad companies having 
their lines well supplied with traffic, other things being equal, 
enjoy relatively lower operating costs than lines with light 
tonnage. An exception generally arises when there are in- 
adequate facilities for handling and moving a large business. 
Accordingly, traffic expansion in volume and in density has 
been attended generally by corresponding heavier expenditures 
to provide the machinery of railroad operation. Increasing 
density has brought larger engines, more capacious cars and 
better constructed roadbed and track. In other words, adequate 
physical facilities permit the traffic as it becomes of a more 
wholesale character to be dealt with in a more wholesale and 
consequently in a more economical manner. If this cannot be 
done, the advantages of heavy traffic may be entirely lost to 
the security holders. 

The measurement of traffic volume, or traffic density, as 
it is technically known, when taken in relation to physical fac- 
tors is thus of the highest importance in analyzing operating 
results. Traffic density is ordinarily computed by dividing 


An instance of improved diversification through gradual change in the relative 
proportions of each class of freight tonnage is furnished by the following table showing 


the percentage of certain products to the total freight hauled’ by Atchison, Topeka 
& Santa Fe system: 


Per Cent to Total Tonnage 
Year Enpvep June 30TH 


1901 1904 IQII 1921 

f % % % % 
Gratppbroducts writs, ae acein nal viele neste nce iote 18.82 16.46 7.50 14.73 
Others aciicultural Products) ascaseeniceenueeh inte 12.05 12.50 14.83 13.96 
Productsmohe a timal sic at.o cuca c oneal eon 10.03 8.99 7.74 4-70 
PP LOGUCES OLMVUINIES (oii pibca/siei eit « nyniaiucere ta rerere sieeve setae tees 30.94 30.06 28.36 21.12 
POGUCESROLMEGIESLS! Awotccune ott Cem eres ae ssOS 12.28 Thtt 8.73 
Manufactures and Merchandise 


RO Fa VOTO cmon oo Fem ies 19.71 30.46 30.76 


100,00 100.00 100.00 100.00 


Wee ee eee 
RPO een OOO 1.007¢ 1.002¢ 1.028 1.544Cc 


Thirty years ago, the Atchison was classed as a “granger,” i.e., grain carrier, be- 
cause of its large ratio of grain tonnage. This ratio has since declined but the loss in 


grain traffic has been compensated by a gain in manufactured products and package 
goods, usually classed as “‘high-grade’’ freight. 


Freight receipts per ton-mile 
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the total ton-miles by the miles of road operated in a railroad 
system. Thus, if a railroad moved 1,000,000 tons of freight 
an average distance per ton of 100 miles the ton-mileage would 
amount to 100,000,000 ton-miles. If the total length of line 
operated is 200 miles, then the freight density would be 500,- 
000 ton-miles-per-mile-of-road. Passenger traffic density is 
measured in the same way. It is the quotient of the passenger 
miles divided by the total miles operated for passenger business. 

These items are at best crude averages for indicating the 
extent of the railroad business. As has been already pointed 
out, it is manifestly impossible, in view of the great variety of 
commodities transported and the complicated services rendered 
by railroad companies, to assemble in a single average the 
record of actual work performed. Moreover, the handling of 
tonnage in increasing bulk is not necessarily reflected in in- 
creased revenues unless the proportion of the various classes 
of commodities remains unchanged. Different rates are re- 
ceived for transportation of different commodities. However, 
unless there has been a substantial change in the character of 
a railroad company’s tonnage, the average ton-mile-per-mile- 
of-line-operated is undoubtedly the best index of railroad 
business. Whether this progress is reflected in increased net 
earnings depends on the adequacy of the physical facilities, the 
operating efficiency, and the maintenance of rates and charges. 


Average Length of Haul.—Along with traffic density, the 
average haul per ton is an influencing factor in railroad earn- 
ings. It is obtained by dividing the total ton-miles (i.e., 
weight times distance) by the total tonnage (weight) received 
for shipment during a definite period. If railroad services 
were merely confined to moving commodities without any 
handling at terminals, and without other service the varying 
length of the haul would not greatly influence operating costs 
or freight rates. That railroad rates between different points 
do not vary directly with the distance is due very largely to 
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uniformity of terminal charges regardless of the haul. Hence, 
it follows that the greater the average haul the smaller propor- 
tionately will be the operating costs per unit of freight. Each 
railroad, therefore, seeks to obtain long-haul business even 
though the rates on a ton-mile basis are lower than on short- 
haul tonnage. 


Statistics for Measuring Operating Economy and Eff- 
ciency.—These widely used statistics have been adopted pri- 
marily to assist railroad managers in the intelligent operation 
of their lines. They, however, furnish information of the 
service given to the public as well as of managerial efficiency. 
Railroad rivalry and competition, and the necessity of main- 
taining railroad credit to provide for new capital requirements 
create a desire on the part of operating officials to make “a 
good showing.”’ In this way the standard units for measuring 
operating costs have been developed. These units when inter- 
preted properly become an effective test of efficiency as well as 
a means of administrative control. 

The principal standard units applied in the measurement of 
operating efficiency and economy are the so-called “‘mileage 
costs.” These comprise deductions from the ton-mile and 
passenger-mile, the locomotive-mile, the train-mile and the 
car-mile averages. In handling these standard units, or in 
using them for purposes of comparison, extreme caution is 
essential. Possible changes and differences in physical facilities, 
in the character of the traffic and in managerial policy must 
be constantly kept in mind. Even within the same railroad 
system it is frequently decidedly unfair to measure operating 
results of one division against another on the sole basis of 
“mileage” averages. Such comparisons would take for granted 
similar physical, traffic, labor and climatic conditions as well 
as similarity in methods of supervision and in administrative 


skill. 
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The principal standard units, employed in measuring rail- 
road operating efficiency and economy are: 


1. The average train load of freight and passengers obtained 
by dividing ton-mileage and passenger-mileage by train 
mileage. 

. The average car load, freight and passenger, obtained by 
dividing ton-mileage and passenger-mileage by respec- 
tive car-mileage. 

3. Ton-miles per engine hour. 

4. The average length of haul for passengers and freight 
respectively, obtained by dividing passenger-mileage 
and ton-mileage by the total number of passengers 
carried and the total tons moved. 

5. The average receipts per ton-mile and per passenger-mile, 
obtained by dividing freight receipts by ton-miles and 
passenger receipts by passenger miles.* 


iS) 


A number of the units or combinations of units are used 
by railroad and investment statisticians, but it is not the pur- 
pose here to consider in detail the methods of gauging rail- 
road operations. As stated in the Railroad Age (June 17, 
1924) with reference to the Missouri Pacific Company: 


It is usually difficult to prove operating efficiency by means 
of operating statistics unless one engages in a rather elaborate 
analysis covering all factors. The difficulty is that the figures 
vary with the traffic, some increasing and some decreasing with 
increased ton-miles. It is very seldom that one can find such a 
clean-cut picture of increased efficiency. In modern railroad 
statistical analysis it is customary to emphasize that train load 
is but one factor of several or to point out that heavy trainloading 
is not a success if by any chance trains are unduly delayed in 
movement. One notices, therefore, the unit of net ton-miles per 
train-hour, which is considered to be a more adequate unit than 


train load alone. 


2The foregoing is quoted in Ray Morris’ ‘Railroad Administration” (page 228) 
from a report of a special commission of the British Board of Trade. 
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CHAP TERY XXV 


RAILROAD SECURITIES 
EARNINGS AND CAPITALIZATION 


Railroad Financial Statements.—In tracing the affairs 
and transactions of American railroad companies, the public 
have a less difficult task than in an analysis of other business 
enterprises. In railroad operations there is a standardization 
and uniformity of accounting methods that insures an intel- 
ligible presentation of financial returns. The 2oth section of 
the Interstate Commerce Act, approved June 29, 1906, author- 
ized the Interstate Commerce Commission to prescribe and 
supervise a uniform system of accounting for each class of 
interstate common carriers. Beginning with the year ended 
June 30, 1908, a uniform accounting system was installed 
for interstate railroad companies. The Interstate Commerce 
Commission’s agents have had since this time legal authority to 
inspect railroad accounts and records. 

Previous to the enforcement of a uniform accounting sys- 
tem the leading railroad systems had followed similar methods 
of bookkeeping. Uniformity was not compulsory, however, 
and departure from standard practice was permitted. Each 
railroad was at liberty to follow its own system without re- 
gard to the rights and interests of any class of security 
holders. Occasional receiverships when large profits and 
equities were reported were due to lax accounting methods. 

In drafting a system of railroad accounts, two motives ap- 
pear to have actuated the Interstate Commerce Commission. 
The first was the desire to know actual operating costs so as 
to have a basis of equitable rate making. Cost data, to be au- 
thentic and incontrovertible, require the keeping of accounts in 
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a prescribed and uniform manner, and their publication in ac- 
curate and intelligent form. The second motive back of the 
uniform accounting system is the desire for reliable statistical 
information correctly portraying the financial status and fiscal 
operations of the great transportation agencies. This probably 
more than any other consideration guided the Commission in 
its constructive work in providing a prescribed system of 
accounts. 


Principal Accounting Regulations.—The controlling mo- 
tives of the Interstate Commerce Commission produced a sys- 
tem of railroad accounts designed more to meet the broader 
and comprehensive requirements of public regulation than to 
specifically serve the purposes and desires of railroad managers 
and security holders. The aim to have the operating costs fur- 
nish a rate-making basis led to rigid regulations in certain 
accounting details which previously had been dealtewith inde- 
pendently in accordance with the individual financial policy of 
each railroad. Important among these regulations are: 


1. The absolute separation of rail transportation operations 
from ancillary operations. 

2. The exclusion of taxes from among the direct costs of 
operation, 

3. The establishment of joint facilities accounts on a uni- 
form basis. 

4. The inclusion of depreciation charges as a direct operat- 
ing expense. 

5. Rigid classification of capital expenditures. 

6. Uniform practice in crediting premiums received and 
charging discounts paid in the sale of capital securities. 

7. Strict accounting regulations regarding charging losses 
from the abandonment of physical property. 


The enforcement of these regulations prescribed with a 
view to determining actual operating costs has met with some 
serious criticism and complaint on the part of railroad man- 
agers. Regarding the first three items, there was. little objec- 
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tion, although the resulting bookkeeping adjustments entailed 
many difficulties. It is well known that railroads are engaged 
directly in a number of operations other than transportation 
by rail. For the most part, these operations are intimately 
connected with, or are ancillary to, the business of transport- 
ing passengers and freight. The revenue as well as the ex- 
pense incident to them nevertheless are sufficiently distinct 
from the revenues and expenses which accrue on account of 
rail transportation to permit separate accounting. This dis- 
tinction has led to the recognition of a class of accounts de- 
signed as “outside operations.’ They cover the operations of 
harbor terminals, ferries, elevators, electric light and power 
plants, stock yards and the like. The motive for requiring a 
separate set of accounts for this class of activities is expressed 
in the following official definition for “outside operations” : 


Outside operations are facilities operated or services ren- 
dered by a railroad other than those incidental to trans- 
portation by rail, the revenues and expenses of which, if 
included in the carrier’s accounts dealing with transportation 
by rail, would impair the significance of statistics prepared 
from such accounts. 


The Income Account.—The prescribed form of the rail- 
road income statement is shown in Figure 5, page 272. ‘The 
classification of items of operating revenue and expense affords 
opportunity for detailed comparative analysis of any railroad’s 
business with a view to determining the trend of earnings and 
the standards of operating efficiency. Of course, not all the 
items are of equal importance. Freight and passenger revenues 
far exceed the other classes of earnings, which, largely 
because of their incidental character, may be conveniently 
grouped together as “miscellaneous” operating revenues. 
Similarly, among the operating expenses, the two classes 
of maintenance costs and the transportation expenses 
form the great bulk of the expenditures. Traffic expenses 
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cover merely the costs incurred in retaining and fostering the 
business of the railroad. The general expenses are the unal- 
located administrative costs of the company. They cover gen- 
eral office and legal expenses, insurance and relief department 
costs. The items grouped under “additional income” are 
inconsiderable amounts compared with those of “rail’’ opera- 


ANN ARBOR RAILROAD 


Calendar Y ears— 1924 1923 1922 
i . $4,864,464 $4,859,746 $4,305,008 
Passenger 441,123 484,066 509,843 
Mail, express, etc 226,599 258 , 763 238,310 


Total operating revenues $5,532,186 $5,602,575 $5,053,161 
Maintenance of way and structures ie 669 , 420 
Maintenance of equipment . 
Traffic expenses 
Transportation expenses......... 
General expenses 
Miscellaneous operations 
Transportation for investment. .. 


Total operating expenses $4,290,879 $4,542,999 $4,119,391 
Net operating revenue $1,241,307 $1,059,575 $ 933,770 
Taxes, etc 289 , 997 253,683 261,050 


Operating income $ 951,309 805,892 672,720 
Other income 115,088 WGeos3 166,344 


Gross income P ; 923,425 839,063 
Hire of equipment, ete. . Sg 4 444,394 385,734 
Interest on funded debt. . 358, 436 351,421 

28,448 39,192 
15,089 IPB Y/ 16,537 


Total deductions $ 729,540 $ 843,416 $ 792,884 
Net income $ 336,857 $ 80,008 46,179 


Figure 9. Railroad Income Statement 


tions. The details, therefore, have no particular significance. 
The grouping and consistent arrangement of the items that 
follow the operating accounts dispenses with the necessity for 
further comment on the prescribed form of the income state- 
ment. A correct understanding of the substance of the various 
groups of income and outgo is as essential in gauging real 
earning capacity as their logical and systematic sequence. 
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Operating Expenses.—<As an indication of efficiency affect- 
ing managerial skill and financial uniformity, operating ex- 
penses of railroads are carefully studied. This arises not be- 
cause operating expenses are a more important factor in the 
determination of net income than gross revenues. In fact, as 
stated in a previous chapter, under normal conditions an in- 
crease in gross earnings is a greater financial advantage than 
proportionate reduction in operating revenues. This is due to 
the fixed nature of a large part of railroad operating costs; 
since only a relatively small part of railroad expenses fluctuate 
with the amount of business done, the operating costs cannot 
always be materially altered to meet smaller revenues during 
dull periods. In view of this condition, it is obvious that the 
total operating charges in relation to each traffic unit diminish 
as the traffic grows larger and increase as the traffic becomes 
smaller. A greater net return, therefore, is afforded by expan- 
sion of revenues than by reduction of expenses. Operating 
expenses, however, are, at least, partly subject to the control 
of railroad managers, whereas, the revenues are usually the 
result of business conditions and natural forces. More atten- 
tion is, therefore, given to the analysis of costs of operation 
than to fluctuations in gross earnings.’ 


1 Wellington in his standard treatise on Railway Location places the proportion 
of expenses that are fixed regardless of amount of traffic at 50% of total operating 
costs; the proportion of expenses that are affected only slightly by increase of 
trafic at 40% and the proportion of expenses affected directly and proportionately 
by increase or decrease of traffic at 10%. His illustration of the effects of this 
condition on net income through increase or decrease of revenues is as follows: 


Percentage ‘Increase of Decrease of 


of total ay ay 10% in Gross 10% in Gross 
Revenue SiS Revenue Revenue 
Grosse earnings saiaitvetesjereio slvins. cis weiele 100.0% $7,000 $7,700 $6,300 
HER OIVASTECTCUL srald aletelaeidre is Susnaileielelierduaso 33-3% 2,333 2,333 2,333 
BSTC yan AAECLEC I erejeree:n whela!s.s, ciee 26.7% 1,867 1,870 1,850 
«Fully SoM MMMrs teh 5X0 tos fay Net cle ents 6.7% 467 510 420 
Mvrtale WD CLISESH ae estey sraucual evel axauee 4 oa ove 4,667 4,713 4,603 
Ben OH AL LES rena steiner) wtete Mans care wie oy sYere a we 27.7% 1,800 1,800 1,800 
TR wh So Som COUCO DMI uO OCI OCROOES 92.4% 6,467 6,513 6,403 
alae amet ay cr aie eo ener seen. aie due 7.6% 533 1,187 103 deficit 


From this illustration, it will be seen that an increase of 10% in gross revenue 
produces an increase of 100% in the balance available for dividends, whereas, a de- 
crease of 10% in revenues causes a deficit. 


326 CORPORATION SECURITIES (Pte TV 


Classification of Operating Expenses.—For analytical 
purposes, the five sub-divisions of operating expenses adopted 
by the Interstate Commerce Commission, viz.: Maintenance 
of Way and Structures; Maintenance of Equipment; Conduct- 
ing Transportation; Traffic, and General Expenses, may be 
classed under two groups: (1) maintenance expenses em- 
bracing the first two sub-divisions, and (2) transportation ex- 
penses, which include all the other operating costs. The basis 
of separating maintenance from other costs is simple. Mainte- 
nance outlays can be increased, reduced or deferred consider- 
ably by the will of the management, whereas other operating 
costs are not as greatly influenced by managerial policy. 
Money that goes into maintenance, moreover, retains or en- 
larges the value of the assets. Excessive maintenance is, 
therefore, like a reserve fund, to be drawn upon in lean times. 
Excessive expenditure for handling and moving traffic, how- 
ever, or in administration is once and for all time spent with- 
out means of future recovery. Though liberal maintenance 
outlay may not be reflected in increased operating efficiency, 
never is increased operating efficiency gained by permitting the 
physical property to deteriorate. Accordingly, fluctuations in 
maintenance costs demand close analysis by investors. 


Transportation Costs.—The transportation costs are the 
expense items directly incurred in handling and moving traffic. 
As has already been pointed out, they differ in character from 
maintenance expenses ; first, because they cannot be arbitrarily 
adjusted to meet lower revenues, and secondly, because when 
once paid out no value remains in the property to represent the 
outlay. These fundamental distinctions make it evident that 


all possible economy consistent with service should be practiced 


in conducting transportation. As many operating costs are 


stationary, increase in gross earnings, other things being equal, 
should result in a smaller ratio of operating expense to earn- 
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ings. The ratio of the cost of conducting transportation to 
operating revenues is, therefore, a good index of efficiency 
when not accounted for by changes in rates or in operating 
conditions. As between different railroads, however, caution 
must be exercised in using the operating ratio as an economy 
index. Local conditions as well as disparities in kind and in 
amount of traffic affect the expenses of conducting transpor- 
tation to a greater degree than maintenance costs. Fast and 
frequent freight service requiring light train-loads increase 
transportation costs. Similarly, heavy grades, insufficient 
trackage, weak bridges and the like cause losses in speed and 
delays in service. All this means larger wage and fuel outlays 
than when physical facilities permit the maximum speed and 
the minimum time in performing the transportation service. 
On the other hand, lower transportation costs resulting from 
improved physical facilities may be offset by corresponding 
increases in permanent capital investment. The heavier inter- | 
est and dividend charges on capital investment may, therefore, 
render nugatory the saving in operating expense. The great 
problem always before the railroad financier is to determine 
how far the saving in transportation and in other costs arising 
from proposed improvements and betterments will outstrip 
the fixed charges of the new capital investment required for 
these purposes. 

The impossibility of physically tracing the results of trans- 
portation expenses on the property affords opportunities for 
waste and extravagance. Consequently, their close supervision 
and proper measurement are of great value to railroad man- 
agers and investors. This is particularly true at the present 
time when railroad operations are circumscribed by govern- 
ment regulations and susceptible to the scrutiny of expert an- 
alysts and efficiency engineers. The Interstate Commerce 
Commission has publicly announced that no increase in freight 
rates would be sanctioned until it was proved that all possible 
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efforts towards economy in operations had been made by the 
companies.” 

Through economy experiments conducted by the railroads, 
and through the activities of efficient executives, some splendid 
results in reduction of transportation costs have been obtained. 
In view of the government’s attitude in rate-making further 
progress along these lines may be expected. The investor in 
railroad securities will enjoy the benefits, however, only in so 
far as the economies effected by the company in which he is 
concerned are equal to or in advance of the general standards 
obtaining among all railroad companies. 


Net Income and Its Distribution.—The ‘‘Operating In- 
come,” as indicated on page 324, is the balance after the de- 
duction of “Taxes” from ‘“‘New Operating Revenues.’ The 
item represents the financial result obtained from the direct 
operation of the railroad property, without reference to in- 
vestment or to other activities, and without deduction of capital 
charges in the form of interest, rentals and dividends. It, 
therefore, purports to exhibit the net earning capacity of 
a railroad as an operating company. If American railroad 
corporations had confined their activities to operating rail 
transportation facilities directly under their own corporate 
organizations, the operating income item in the income account 
would attract the closest interest of security holders. From 
this “balance” alone would then come the interest and dividend 
payments. However, because of the acquisition of legally 
independent and separately operated lines, and because of 
the development of activities not directly connected with or 
incidental to transportation, additional sources of revenue are 
added from which payments for the use of capital are drawn. 


Investment or Other Income.—Attention has already been 
called to the fact that American railroad companies are “hold- 


* See In re Investigation of Advances in Re‘es by Carriers in Official Classi- 
fication Territory No. 3400. 
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ing’’ concerns, owning securities of other companies as well 
as operating directly their own corporate lines. The results of 
these investment activities affect financial progress as much as 
the direct railroad operating results. In fact, the ownership of 
subsidiaries affords opportunities of misinterpretation of 
equities and earning power. For this reason, it is frequently 
necessary to combine the accounts of railroad companies com- 
prising a “system” in order properly to determine the actual 
earnings and financial condition of the parent or holding 
company. 

It is readily apparent that a company controlling other 
railroads through stock ownership can arbitrarily draw on 
the profits and surplus of its subsidiaries. A correct computa- 
tion of earning power, therefore, is not limited to analysis of 
the parent company’s accounts. The subsidiaries must also 
be closely examined to ascertain whether the income credited 
to security holdings represents proper application of the net 
earnings of the controlled corporation. Investment income 
may be credited without being earned, and it may be earned 
and not credited. 

The Union Pacific Railroad is notable for its investment 
activities. The policy of the late Mr. Harriman in developing 
and extending Union Pacific activities was through acquisition 
of large blocks of stocks in competing and connecting railroad 
systems. The asset value of these investment holdings 
amounted on December 1923 to a book value in the neighbor- 
hood of $207,000,000, exclusive of $45,000,000 of securities 
of affiliated railroad companies owned. ‘The income from this 
source was approximately $16,000,000, compared with net 
railroad income (before deduction of fixed charges) of 
$40,280,793. The Union Pacific’s big return from stocks 
of other roads held in its treasury has been responsible for 
a good deal of misconception as to the earning power of the 
railroad property. As a matter of fact, that company’s return 
on its bonds and capital stock as measured by its own rail- 
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road operations is not unusually large. In 1923, it was slightly 
more than two-thirds of the amount needed for its 10% 
common stock dividends. 


Deductions from Corporate Income.—These are familiarly 
known as the “fixed charges,” and include rentals, interest, 
amortization of bond discount and certain sinking fund pay- 
ments. Rentals represent, in addition to part of car-hire ex- 
pense, the periodical payments for lease or use of railroad 
lines, terminals and other borrowed facilities, and are there- 
fore analogous to interest payments. The arrangements 
under which one railroad operates or uses the facilities of an- 
other railroad are matter of contract. Frequently, the rental 
is nothing more than an agreement to guarantee the payment 
of stipulated rates on part or all of the securities of the leased 
concern. In other instances, no fixed rental is specified but the 
surplus earnings of the leased line may be distributed or ap- 
portioned between the owners and the lessee according to fixed 
agreement. Under this arrangement the rental is not essentially 
a fixed charge though classed under the deductions from net 
income. 

The nature of railroad interest charges requires little ex- 
planation. These are generally more fixed in character than 
the other deductions from net income. The amount each year, 
accordingly, can be calculated in advance. Several railroads 
have income bonds outstanding the interest on which is not 
required to be paid unless earned. This provision would seem 
to remove the payments on these obligations from the category 
of “fixed charges.” However, no separate classification is 
made for their interest charge in the prescribed form of income 
account. Similarly, the interest paid on unfunded indebted- 
ness, as well as the cost of exchange and discount transactions 
are included among the deductions from income along with 
the fixed interest charges on capital securities. 


Sinking fund and other debt amortization charges are a 
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relatively unimportant item among the deductions from net in- 
come. Railroads, as a rule, make no substantial provisions 
for debt amortization, and, even when made, the charge is not 
deducted from current net income. The exception is in the case 
of “car trust” indebtedness in which a part of the principal 
is paid off periodically so as to be wholly amortized before 
the equipment is worn out. 


Net Corporate Income and the Margin of Safety.—A fter 
the deduction of all proper charges against current income, the 
surplus earnings, if any (except as limited by the recapture 
provision of the Transportation Act of 1920), can be disposed 
of in accordance with the judgment of the company’s 
directors.* 

This surplus is designated by the Interstate Commerce 
Commission as “net corporate income.’’ Considered in relation 
to the funded obligations outstanding, this item determines to 
some extent the investment values of these securities. Con- 
sidered solely with reference to the interest requirements, 
it is commonly termed the “margin of safety.” Thus, if a 
company has but one bond issue bearing an annual interest 
requirement of $100,000, and the net corporate income avail- 
able for such interest payment for a series of years has been 
approximately $200,000 annually, the “margin of safety” is 
said to be 100%, 1.e., double the interest charge. As already 
pointed out, most companies have numbers of different bond 
issues ranging in priority as to claim upon net income, so that 
the “margin of safety” is frequently calculated with reference 
to each issue. The relative market standing of each issue, other 
things being equal, is largely gauged by the size of the ratio. 
Thus, the First Consolidated Mortgage 5% Bonds of the 
Southern Railway, having claim upon net income prior to 
several other direct funded obligations of the company, have 


3 As previously pointed out on page 302, the transportation Act of 1920 requires 
railroad companies reporting net operating income in excess of 6% on property valua- 
tion to apply one-half thereof to a reserve fund and the remaining half to a general 
railroad contingent fund. 
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sold at 101 when the Development and General Mortgage 
4% Bonds, which are not so well secured, sold at slightly less 
than 74. The difference in the interest rate or maturity, there- 
fore, does not fully account for the disparity in price. Simi- 
larly, the First Mortgage 5% Gold Bonds of the Wabash Rail- 
road sold in January 1925, as high as 1014, whereas the Sec- 
ond Mortgage 5% Bonds of the company having the same ma- 
turity sold at 95. Both of the issues are amply secured by 
assets and earnings, but the first mortgage issue having pri- 
ority over the second mortgage bonds naturally commands a 
better market. 

The question as to an “ideal” margin of safety in the 
analysis of railroad income statements has no practical sig- 
nificance. The wide disparities in operating conditions affect- 
ing income stability do not permit the establishment of a defi- 
nite rule. As already stated, the relative market prices of rail- 
road securities make a margin of 25% above fixed charges in 
one railroad company’s income statement a better basis of 
security value than a 50% margin of another line. Thus, the 
Northern Pacific Company in the fiscal year 1923 had a margin 
of safety of but 88% above its fixed interest requirements, 
whereas the Southern Railway had a margin of 117%. It 
would be difficult to argue that the Southern Railway's bonds 
have a‘better investment value than similar issues of the 
Northern Pacific. The same is true when comparison is made 
between the margin of safety of the Union Pacific securities 
and those of the Pennsylvania Railroad. The former has 
been earning its interest charges from three to four times 
over, whereas the charges of the Pennsylvania were hardly 
doubled. Stability of earnings is a factor in market values 
eliminating the necessity of a large margin of safety of net 
income above fixed charges. 


Study of Railroad Capitalization—Among most Ameri- 
can railroads, capitalization (1.¢., the aggregate face value of 
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outstanding stocks, bonds and other securities, as stated in the 
liability column of the general balance sheet) is as much due 
to arbitrary adjustments, necessitated by reorganizations, mer- 
gers and credit conditions, as to the receipt of cash paid in by 
the public. The regulation and control of railroad capitaliza- 
tion by governmental authorities is of relatively recent devel- 
opment in the United States. Until within the last two 
decades, railroad companies, with but few exceptions, were per- 
mitted to issue shares and securities whenever and in whatever 
manner they desired. The evils resulting from this liberal 
policy have been sufficiently magnified by writers on railroad 
finance, so that no further consideration is needed in these 
pages.* 


Nature of Railroad Capital Expenditure.—Unlike many 
industrial concerns, railroads, as a rule, have no sinking fund 
or other provisions for the amortization and extinguishment 
of capital liabilities. With but few exceptions, railroad stocks 
and bonds are issued as permanent and perpetual obligations. 
Bonds may mature on a fixed date, but, with few and unim- 
portant exceptions, their refunding is necessary. Accordingly 
‘when injudicious financing or mismanagement require capital- 
ization readjustment, it is accomplished only through receiver- 
ship or reorganization. 

The capital outlay of railroads is enormous in proportion 
to the business done. This capital is “sunk’’ into fixed form 
on the supposition that a certain minimum traffic will be moved 
at prescribed rates. These rates cannot be changed arbitrarily. 
A railroad, therefore, cannot readily recover reduced earnings 
by increasing its charges. If an ordinary manufacturing or 
commercial business gets into financial difficulties because of 
unwieldy capitalization it may cease operations and be liqui- 
dated. But when a railroad company has exhausted its credit, 
is unable to raise money for new extensions because of poor 


See Ripley, Railroads, Finance and Organization. 
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earnings, and cannot improve facilities or reduce rates to meet 
competition, it is a lasting financial burden. Even though 
poorly paying it generally continues operation. There is, 
therefore, a clear public interest that railroad companies should 
be strong financially. In order that they may be strong, they 
must put aside from income the cost of actual replacements of 
property. They must also make ample provision for de- 
preciation and for obsolescence of property. They must even 
provide for the contingency that portions of the property may 
cease to earn an investment return. Thus, the cost of a branch 
line built to tap coal mines, which are expected to become ex- 
hausted in twenty-five years, is properly a charge against 
earnings in this period. Many such lines have continued to 
be operated even after the coal or timber depletion has oc- 
curred, but without earning interest charges or in a few cases 
without earning direct operating expense.° 


The Measurement of Capitalization—The principal 
stumbling block and the chief source of statistical errors in 
the measurement of railroad capitalization is the difficulty of 
clearly separating the portion of outstanding capital securities 
representing investment in a company’s own railroad property 
from the portion covering the cost of investments in other 
companies or other enterprises. It is manifestly erroneous to 
measure the total capitalization of a modern railroad system 
of a per mile basis, when a large part of this capitalization 
arises from the acquisition of subsidiary railroads and of other 
properties not a part of its own mileage. Railroad capitaliza- 
tion statistics accordingly should distinguish the “net capital- 
ization” from “gross capitalization.” 

Net capitalization is commonly determined by deducting 
the items under “Other Investments’ and also the par value 
of the company’s own unsold securities from the gross cap- 

®°The problem of the abandonment of unprofitable branch lines has been taken 


up seriously by the railroads since the war. Public opposition to such abandonments 
has greatly diminished since the automobile truck and bus has come into general use. 
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italization, i.e., the capital liabilities in the general balance 
sheet. Applied to the Erie Railroad (December 31, 1923) 
the process is as follows: 


Capitale Stacks Omistandine wenn eae merece ee $176,385,300 
BondedsandsoccunedsDebthencascen eto. ae ae nea 314,892,550 
(Gross: Capitalization: meme. mer eee $4091,277,850 
Less: Pledged Bonds included in above........... 63,021,000 
$425,256,850 

Deduct: Investments in Other Properties........ 143,239,950 
@ ee 
Nets Capitalizationte.ceme saa as actrees coe $182,016,900 


Since the investments of railroads other than in their own 
corporate lines have not always been acquired directly or 
wholly from the proceeds of the sale or the exchange of securi- 
ties, this method is obviously not applicable in every case. It is, 
however, an improvement over the widely used method of 
comparing the relative capitalization of railroads by merely 
dividing the capital liabilities, 7.e., stocks and bonds of each 
company, by its total railroad mileage. 


Capitalization and Leased Mileage.—Erroneous computa- 
tions of relative capitalization of individual railroads are fre- 
quently made because of neglect to consider leased and rented 
mileage. Theoretically, a rental charge is as much a payment 
for the use of capital as interest and dividends, and a railroad 
company at times has the choice of purchasing a company by 
selling its own securities, or operating it under a guaranty of 
rental. It has become the practice of railroad statisticians to 
add the capitalized value of these rentals to the capital liabili- 
ties of the operating companies. Thus, if the rentals aggre- 
gate $100,000 annually and the prevailing rate for capital 
funds is 5%, a sum of $2,000,000 would be added to the com- 
panies’ constructive capitalization. But the terms under which 
one railroad company operates the property or uses the facili- 
ties of another frequently require payments which are partly 
operating expenses and partly rentals. The joint facilities ac- 
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counts instituted by the Interstate Commerce Commission 
were for the purpose of requiring the railroads to allocate pay- 
ments and receipts arising out of the use of leased and joint 
facilities accordingly as such payments or receipts represent 
charges or credits to operating expenses and charges or credits 
for the use of capital. This provision with reference to many 
railroad leases is practically impossible of execution. Accord- 
ingly, a computation of capitalization so as to include the 
rented and leased property cannot always be made by merely 
capitalizing the rentals or by adding the outstanding capitaliza- 
tion of the leased lines. 


Style of Capitalization.From an investment standpoint, 
the relative proportions of the various classes of securities is 
of far greater import than aggregate amount of capitalization: 
When a railroad system is earning a good return on all classes 
of its outstanding securities, it is largely a question of financial 
policy whether bonds or whether capital stock shall be sold to 
acquire additional capital. Companies that are unable to dis- 
tribute dividends to shareholders, however, cannot readily 
issue new capital stock for the reason that investors will not 
buy it, except at much below the face value. Accordingly, the 
only recourse of these companies in providing new capital 
through issue of securities is to sell obligations bearing a fixed 
interest charge. This enlarges the ratio of funded debt to the 


total capitalization. It also means an immutable burden on 
current earnings. 


Trend of Railroad Capitalization—vThe record of rail- 
road financing in the years 1900 to 1923 seems to indicate that 
bonded indebtedness is growing at a much faster rate than 
capital stock. ‘The continuation of this trend, however, is not 
certain. The history of American railroad finance shows that 
first one and then the other of the two groups of securities 


excels in popularity. This is because of varying money 
market and investment conditions. 
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Increase of stock rather than bonds has been assisted at 
different times through the issue of convertible bonds. Thus, 
the Atchison has issued up to July 1, 1912, a total of $147,- 
711,000 convertible bonds, of which all but about $8,000,000 
have been converted at the option of holders into common 
stock. The Norfolk & Western’s financing by means of con- 
vertible bonds is another good illustration of successful financ- 
ing of this kind. At the end of 1923 practically the total 
amount of an issue of $25,569,000 of 4% convertible bonds 
of the Norfolk & Western, dated June 1, 1907, and another 
issue of $13,300,000 put out in 1912 have been converted into 
stock, thus reducing the fixed charges arising from these ob- 
ligations. It should be noted that this method of securing 
money cheaply and of reducing future fixed charges later is 
dependent on ability to earn a substantial dividend on capital 
stock. In other words, the net dividend return on the stock 
generally must be a good margin above the interest rate at- 
tached to the bond in order that the stock should sell higher 
than the bonds and conversion thus become profitable to the 
bondholders.* 

In view of the influence of capitalization changes on rail- 
road credit, the importance of the investor studying railroad 
capital requirements cannot be magnified unduly. Because of 
extensions and improvements due to heavier traffic, to increas- 
ing competition and to public demands for efficient transporta- 
tion service, additional capital expenditure of American rail- 
roads is continuous. Railroad magnates and financiers have 
repeatedly called attention to the heavy demands for funds 
necessary to enable the railroads to handle properly the con- 
stantly expanding traffic. All growing enterprises have con- 
stant need of money, and as most of the new railroad capital 


6 An illustration of a successful effort to bring about the conversion of bonds 
into stock was afforded by the New York Central in 1924. This company had out- 
standing since 1915 an issue of $100,000,000 convertible 6% bonds, convertible into 
stock at 1os before May, 1925. By increasing the dividend rate from 6% to 7% 
annually, the market price of the stock advanced to a point that made conversions 
profitable to the bondholders. Consequently they have been converted. 
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must be obtained from private investors, these naturally will 
not place their funds in railroad securities unless the prospects 
for safety of income and principal are fair and reasonably as- 
sured. In other words, they will put their money into railroads 
only as long as the investment returns in railroad properties 
are as good and as well secured as in other enterprises. This 
competition of outside securities is an element in the cost of 
capital to the railroads. It must be successfully met if trans- 
portation systems are to continue developing and expanding. 


Legal Restrictions on Railroad Securities as Savings 
Bank Investments.—The savings bank laws of New York, 
Massachusetts and a number of other states provide that no 
bonds of any railroad corporation shall be available for legal 
investment by savings banks unless the railroad issuing or 
guaranteeing such bonds shall have been paying 4% per an- 
num during a period of five or more years upon all its out- 
standing capital stock. These laws generally provide further, 
that the outstanding capital stock of the railroads shall not be 
less than one-third of its mortgage indebtedness during the 
period these dividends have been paid. Moreover, the classes 
of railroad bonds in which savings banks are permitted to in- 
vest are usually limited to prior lien obligations. It will be 
seen that the above provisions require the railroads, if their 
bonds are to have access to the market supplied by these banks, 
to pay regular dividends and that their outstanding bonds shall 
not exceed a given relation to their capital stock. The serious- 
ness of this situation with respect to the market of railroad 
obligations must be recognized when consideration is given to 
the fact that most railroad companies have exhausted their 
first mortgage privileges and that trustees of estates, trust 
companies, and conservative investors are bound, either in law 
or for their own protection, to limit their holdings to savings 
bank investments. In Appendix C (page 449) is given a 
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brief synopsis of state laws with reference to investment by 
savings banks in railroad securities. 


Commercial Banks and Insurance Company Investments 
in Railroad Securities——Besides savings banks, which own 
more than one billion of railroad securities, all classes of banks 
and insurance companies are permitted to invest in railroad 
securities. According to the report of the Comptroller of the 
Currency, December Ist, 1924, the national banks on June 30, 
1924, held railroad bonds of the value of $573,571,000. The 
state chartered commercial banks on the same date held $6r1,- 
246,000 and the loan and trust companies $254,772,000. Ac- 
cordingly these three groups of financial institutions held 
almost $890,000,000 of railroad bonded indebtedness. Life 
insurance companies about the same time had two billions 
of assets in the same class of securities, whereas the fire insur- 
ance companies, according to general estimates based on the 
latest report of the New York State Insurance Department, 
held increasing amount of railroad stocks and bonds. To these 
holdings should be added the large investments in railroads of 
charitable, scientific and educational institutions. For two 
generations the demand for capital by the railroads has been 
furnished not only by individual investors but by organizations 
seeking safety of principal above all other considerations in 
placing their funds. 
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CHAPTER XXVI 


PUBLIC UPFILIT Ys SECURIT. 


Distinctive Features.—In the preceding chapter a brief 
description was given of the different classes of railroad bonds, 
such as debenture bonds, collateral trust bonds, and equipment 
trust certificates. The classification and descriptions apply 
equally to public utility bonds, since these securities are issued 
under similar conditions and for the same purposes as the 
railroad obligations. The subject matter of the present chap- 
ter, therefore, will be limited largely to the distinctive features 
of the public utility companies. 

It is a question whether in the grouping of investment se- 
curities, public utility issues should be separated as a distinct 
‘class from railroads. A railroad is a public service corpora- 
tion as much as a gas company or a telephone company. 
There are several considerations, however, in connection with 
public service corporations other than railroads which in dis- 
cussions of bond investment deserve to be treated separately. 


Franchise—In the first place a public utility company 
must generally obtain from some local public authority a fran- 
chise, which is defined as a right to use a public highway or 
public property in common with the public. Of course, a 
railroad operates under franchises, too, but it is usually incor- 
porated under a general legislative act and there are no specific 
grants other than those contained in the legislation. Rail- 
roads, therefore, are not concerned primarily with local 
authorities in securing their franchises. 

Moreover, public service corporations as a rule operate on 
street surfaces and under public streets, i.e, on public prop- 
erty, whereas a railroad operates on its own right of way and 
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for the most part uses its own property exclusively. There 
are cases, however, where railroads operate through streets. 
In obtaining this grant, the railroad may be obliged to operate 
under the conditions laid down in a local franchise, or in ac- 
cordance with special contracts made with political bodies sanc- 
tioning the use of public property. 

The acceptance of a franchise by a public utility company 
is generally considered as placing the company under the regu- 
lations imposed by the authority granting the franchise. 
Therefore, it should always be borne in mind in studying 
public utility bonds as investments that the activities of the 
issuing companies are subject to severe public regulation. 


Localized Operation.—A second point of distinction be- 
tween public utilities and railroads lies in the fact that the 
former are usually localized in their operations, whereas rail- 
roads extend over a large geographical area. A gas company, 
for example, is usually restricted in its operation to one city or 
section of a city. Its interests are bound up with the munic- 
ipality. If the municipality declines and disappears, the pub- 
lic utility passes away also. If economic conditions become 
very bad in the municipality, the public utilities operating there 
are likely to suffer in some way. ‘There is not a wide geo- 
graphical area of operation and a consequent wide distribution 
of investment risks as there is in the case of railroad 
companies. 

A railroad company operating through an extended terri- 
tory does not usually suffer a severe loss 1f one or more branch 
lines are abandoned or an important industry within its terri- 
tory ceases operations. Moreover, a company operating over 
a large area is not likely to suffer an irreparable loss if it ex- 
periences an earthquake or if its buildings are damaged by fire 
or a local disaster. Public utility companies with localized op- 
erations do not enjoy the same freedom from the possibility 
of total collapse. A good illustration is the effect of the earth- 
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quake at San Francisco in 1906. In this calamity the railroads 
did not suffer as much damage relatively as the other public 
service companies. 

To eliminate the risks of localization there have been or- 
ganized within the last two decades public utility holding com- 
panies, whose purpose it is to own, control, and operate public 
service corporations in a number of different localities. Be- 
cause such holding companies operate through corporations 
whose properties are scattered in different geographical sec- 
tions and over wide areas, the development of an unfavorable 
political attitude on the part of the public, unexpected damage, 
or any other bad turn in the affairs of one locality may be 
offset by favorable developments in the affairs of other 
localities." 


Independent Units.—There is yet another quite important 
distinction between railroads and public utility companies. 
The latter are usually operated independently of one another. 
Their business originates with themselves, and they distribute 
their services or products directly to consumers. Railroads 
are not independent units. Each of them forms but a part of 
one vast transportation system. Consequently, railroads have 
a continuous interchange of traffic with each other, which leads 
to standardization of their properties. Thus, there is a uni- 
form track gauge and the same kinds and classes of cars and 
locomotives, constructed with interchangeable parts, so that 
each can use the equipment of the others. This is not true of 
the local public utilities, except perhaps power plants and tele- 
phone and telegraph companies. One big corporation largely 
controls the telephone business in the United States, and in 
this instance there is more or less uniformity and standardiza- 
tion throughout the industry. In some cases, it is true, trac- 
tion lines interchange services and equipment, but such inter- 
change is more an exception than the rule. 


‘See Dewing, The Financial Policy of Corporations, Vol. TV, Chap. 5. 
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Development of Public Utilities—The operation of public 
utility companies or municipal monopolies, as they have been 
called, had its beginning in the United States in Boston in 
1652 when the first public water supply of record in this coun- 
try was inaugurated. This simple reservoir was later incor- 
porated into the “Water Works Company.” The first pri- 
vate undertaking of this nature was the waterworks of 
Christopher Christiansen in Bethlehem, Pa., in 1761, which was 
followed by another in Providence, R. I., in 1772. During the 
Revolution and for several years thereafter, there is no record 
of other water works enterprises in the United States. In the 
meantime, however, New York City, which had for a number 
of years leased the privilege of operating ferries to individuals 
and corporations, had under contemplation a water distribution 
system, which was finally undertaken by the Manhattan Com- 
pany, organized in 1799 by Aaron Burr.* 

The successful manufacture and distribution of gas for 
illuminating purposes was demonstrated in the early years of 
the nineteenth century. Here, again, Boston citizens were the 
pioneers in America.- In 1822, the Massachusetts Legislature 
passed an act incorporating the Boston Gas Light Company, 
but it was not until 1829 that the first public gas lamp was 
lighted.* In the meantime enterprises in other cities were devel- 
oping, so that within less than a generation, privately operated 
public gas works were scattered throughout the leading centers 
of population. Unlike water works, these for the most part 
have remained as private corporate enterprises. Street railway 
systems, the first of which was incorporated in 1831 in New 
York as the New York & Harlem Railroad, have likewise re- 
mained largely in private hands notwithstanding the municipal 
ownership agitation which began in the early nineties. 

Electric companies for illuminating and later for both illu- 

2See Bemis, Municipal Monopolies, p. 12. 


3 This corporation has continued as ‘“The Bank of the Manhattan Company.” 
4See article ‘The Boston Consolidation Gas Co.” in Annals, May 1908, page 61. 
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mination and power purposes were first created in American 
cities and towns about 1870, and local telephone companies 
came into prominence between 1880 and 1890. Thus, the num- 
ber and variety of public utility companies have increased. 
Their importance and necessity to community life, together 
with the vast amount of capital sunk into the enterprises have 
brought into prominence the serious questions of public utility 
competition, regulation, control and protection of investment. 


Public Service Commissions—In the early periods of 
public utility development, there was little regulation for the 
safeguarding of the rights of the public or of the companies. 
As in the case of railroads, the people desired the services of 
these private enterprises and in order to encourage and stimu- 
late their growth left them largely unhampered by legislative 
restrictions. Problems of rates, profits and privileges, however, 
gradually arose with the increase in the number of enterprises 
and the larger dependence of the municipalities on their serv- 
ices, causing both legal and political complications, and neces- 
sitating definite policies of public administrative control. This 
control has been established in almost all the states by the cre- 
ation of regulatory or supervisory commissions with definite 
powers granted by legislative enactment. Ina number of states, 
commission control of railroads had been early introduced as a 
substitute for direct legislative control. The powers of these 
commissions were, therefore, readily extended to other public 
service corporations. Though the powers of the public service 
commissions differ to some degree in the various states, in the 
main, they are concerned with the following activities: (1) 
Franchises; (2) Rates and services; (3) Security issues, and 
(4) Accounts and reports. 

The powers of the commissions in granting and regulating 
franchises as a rule aim to prevent unnecessary duplication of 
investment in utility enterprises where the public welfare de- 
mands a recognition of monopoly and unified control. Its ob- 
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ject is also to prevent loss and waste of capital in enterprises 
not adequately demanded as a public convenience or necessary. 
In the matter of rates and services, the commissions for the 
most part have the power of fixing or limiting charges for 
services. These powers, however, are restricted by the provi- 
sion in the Fifth Amendment to the Federal Constitution that 
“No person shall be deprived of life, liberty or property with- 
out due process of law nor shall public property be taken for 
public use without just compensation.’ The courts have ap- 
plied this provision to the protection of public utility property 
values against confiscation or depreciation through rate regu- 
lation. Accordingly, it is held that a public service corporation 
without its own consent cannot be made through regulation 
to charge rates which will cause its earnings to fall below a 
reasonable return on the fair value of its property. This 
judicial dictum, so frequently reiterated in public utility con- 
troversies, has given rise to the numerous public utility 
valuations throughout the country and other serious and 
complicated problems of public control. 

The regulation of security issues and the control of public 
utility companies’ accounts and reports by commissions are a 
more recent development than franchise and rate supervision. 
About one-half of the states have already placed the supervision 
of the issue of stocks and bonds under commission authority. 
It is expected that the others will later follow this policy. In 
the leading states, the commissions prescribe definite financial 
standards for approval of security issues, including the prelim- 
inary investigation and property valuation and detailed super- 
vision of the disposition of the proceeds. The regulation of 
the companies’ accounts and reports is a logical sequence of this 
authority, since accurate and adequate data are essential to a 
proper control of capitalization, rates and service. All this 
tends to enhace the investment qualities of public utility se- 
curities issued under close commission supervision. 
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Effect of Public Regulation.—The stability of investments 
in public utility companies has been enhanced through the gen- 
eral adoption of definite policies of public regulation and super- 
vision. All of the leading states of the Union have been fairly 
successful with public service commission regulation and super- 
vision. The formation of these commissions on the whole will 
result advantageously to the investor. In addition to promot- 
ing publicity with regard to the affairs of public utility cor- 
porations, these commissions do away with much of the direct 
interference of legislatures in the business of the corporations. 
The companies are also relieved from the necessity of cringing 
to local politicians or political parties. Moreover, the men ap- 
pointed to these commissions in most cases are selected from 
among experts well acquainted with the management and op- 
eration of public service corporations. Through constant con- 
tact with the affairs of the corporation they learn to judge the 
business properly, and experience shows that they are not obliv- 
ious to the rights of security-holders. Securities carrying the 
stamp of a public commission’s approval are likely to have the 
qualities of a sound investment. 

The public service commissions have also promoted uni- 
formity and standardization in accounting methods, so that the 
financial results of public utility operations under their super- 
vision are now correctly and intelligently set forth and can be 
readily compared. 


Public Utility Holding Companies.—As stated above in 
order to eliminate some of the uncertainties and risks of pub- 
lic utility investment there have developed in recent years the 
public utility holding companies, which, by distributing invest- 
ments over a large geographical area and by operating sys- 
tematically and economically the various companies that they 
control, have been able to enlarge the earning power and on the 
strength of this increase to sell their own stocks or bonds. 
Several large holding companies, which control widely scat- 
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tered gas plants, electric light and power plants, and other large 
public undertakings, and which employ the best technical skill 
have eliminated the risks attaching to small localized concerns 
and have stabilized the earnings of the subsidiary companies 
as a whole. 

Such holding companies can expand their operations into 
almost any field. Some have gone into the oil business and 
have offset the losses they experienced from the abnormal con- 
ditions resulting from the war. Many independent public serv- 
ice companies have suffered during and since the late war 
because of their inability to vary their business to meet new 
conditions. The market value of the securities of these com- 
panies has depreciated accordingly, whereas the holding con- 
cern, because of diversification of its activities, has continued 
to prosper. 

The grouping of a number of local companies supplying 
services to the public under one general management has been, 
on the whole, dictated by the soundest economic and financial 
motives, though many of these combinations have been merely 
for stock-jobbing or “‘promotion” purposes. Combination is a 
‘step in the evolution of modern business enterprise. Indus- 
trial development demands more economical operation of a 
producing company. This, in turn, requires financing on a 
broader scale than is possible with the local concern. Whole- 
sale financing and operation through a holding company has 
been the logical result. Added to the financial advantages thus 
created are the opportunities afforded through the instrumen- 
tality of the holding company of employing the best technical 
skill and the use of the highest and most approved types of 
equipment. When all this is combined with the element of 
wider distribution of investment risk, it may be stated with 
some degree of certainty that the development of the holding 
company has been one of the foremost means of popularizing 
investment in public utilities in the United States. This does 
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not mean, however, that the securities of all holding companies 
are sound investments. 


Magnitude of Public Utility Investment —Public utilities 
are not only among the most stable and essential but among the 
largest industries requiring investment capital. The electric 
power and light industry alone has a capital investment of 
something like $6,000,000,000. The electric railway industry, 
which has probably reached its highest development, represents 
a similar capital outlay, while water, gas, telephone and tele- 
graph companies bring a total of public utility investment to 
approximately $18,000,000,000, or almost as large as that of 
the steam railroads of the country. 

The greatest progress in public utility development, with 
the exception of that of water works and the telegraph, has 
been made during the last two decades. For example, the elec- 
tric power and light industry in 1902, according to the United 
States Census, had an investment of only about $628,000,000, 
as contrasted with its present investment of approximately 
$6,000,000. The gross earnings of the electric power and 
light companies in 1902 aggregated approximately $86,000,- 
000, as contrasted with present annual gross earnings of more 
than $1,000,000,000. In 1902 the output of the electric gen- 
erating stations was about 2,508,000,000 kilowatt-hours, as 
compared with an output of about 45,000,000,000 kilowatt- 
hours during 1922. It has since greatly increased. 


Popularity as Investments.—Public utility securities, like 
those of the railroads, from their beginning, have been viewed 
favorably by an ever increasing number of investors. If this 
had not been true, it would have been impossible for the utili- 
ties in so relatively short a time to have built up an ageregate 
investment in the neighborhood of $18,000,000,000. At first 
the investors in public utility securities naturally were restricted 
to a relatively few people, usually resident in the localities 
where the utilities operated, but as the companies progressed 
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and the volume of their securities grew and they became better 
known, the large bond and stock distributing houses became 
more and more interested in them and in this way a rapidly in- 
creasing number of people was attracted to this field of invest- 
ment. The high investment qualities of public utility stocks 
and bonds is indicated by the fact that the oldest, largest and 
most conservative banking houses of the country have been 
distributors of this class of securities for more than twenty 
years. 


Future Expansion of Utilities—Although the expansion 
of the utilities during the relatively short period of their ex- 
istence has been phenomenal, it must not be thought that their 
growth is nearing an end. They have a much greater future 
before them. Particularly is this true of the electric power and 
light industry. Let no one think that the business field of the 
electric companies has by any means approached the saturation 
point and that from now on there will be only a plodding 
development. 


SECURITY OFFERINGS 1920—1924 
PUBLIC UTILITIES 


BOND AND NOTES SrocKs 
ew or New For 
Year Capital Refunding Total Capital Refunding Total 
1920 $327,024,352 $109,089,248 $436,113,500 || $55,314,700 $5,394,250 $60,708,950 
I92I 374,847,000 170,593,000 545,440,000 || 117,087,949 8,557,280 125,645,220 
I922 450,526,339 227,635,061 678,162,000 || 275,715,170 26,556,625 302,271,795 
1923 637,533,671 239,329,429 876,863,100 250,457,058 11,076,000 261,533,058 
1924 829,050,123 179,133,777 1,008, 183,900 496,550,704 24,905,223 521,455,927 
RAILROADS 
Bonps AND NOTES Stocks 
New For New For 

Year Capital Refunding Total Capital Refunding Total 
HOZOMSe2 NS TORSOON $55, 5007000) $37 775795500 ||) pr addres mien elm My aire nd 
I92I 352,065,920 302,622,580 G5'55 265855500 |Meat. Teen Lage Micrcenk cents 
1922 496,839,680 127,723,570 624,563,250 || $26,008, 100 $26,968, 100 
1923 437,194,000 53,733,000 400,927,000 DT SOAS OW lias, a 27,322,450 
1924 723,653,800 160,679,900 884,333,700 5639082000 uvracinr es 55,963,260 


An indication of the increasing demand of public utility 
companies for investment capital as compared with the new 
capital applied to railroads is afforded by the foregoing table 
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of the aggregate public offerings of new securities of these two 
classes of corporations during the years, 1920-1924 inclusive. 

It can be seen that in 1924, the combined new issues of 
public utility obligations and stocks offered to the public ag- 
gregated $1,529,639,827, of which $1,325,600,827 represented 
new capital and not refunding or substitution operations. The 
amount of railroad securities publicly offered in the same year 
(comprising both obligations and stocks) amounted to $940,- 
296,968, and, excluding refunding, etc., to $779,617,069. The 
new offerings of public utilities representing fresh applications 
of capital accordingly in 1924 were almost double that of rail- 
roads. A similar situation existed in the previous three years. 

Another characteristic of recent public utility as contrasted 
with railroad financing in recent years has been the larger 
amount of new public utility securities represented by stock. 
Because of the inability of most railroads to sell their shares 
at or above par value, these companies, as already pointed out 
in a previous chapter, have had to resort to bond issues in 
order to obtain new capital funds. Because of expanding 
revenues due to the growing needs for their services, the utili- 
ties have been showing in the aggregate a margin of earnings 
above operating expenses which permits the payment of divi- 
dends on their shares, sufficient in many cases to make these 
attractive for investment purchase. 


Trend of Public Utility Investments.—AIthough utilities 
have been growing in popularity as investments, like all indus- 
tries, there is a drift of capital away from certain types to 
others experiencing larger development and showing greater 
earning power. Electric railways, in particular, are losing 
ground in the investment field. These concerns, because of 
motor bus and other competition, have in many instances 
suffered losses in revenues, or because of inability to increase 
earnings in relation to operating costs, have shown during the 


5 Based on compilation of the Commercial and Financial Chronicle. 
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last decade small returns on capital investment. In a number 
of cases, in which their business is confined to traction opera- 
tion, they have fallen into a condition of bankruptcy. There 
are many instances, however, where street and interurban rail- 
ways are operated as subsidiaries or branches of lighting and 
power concerns and the support from these sources has en- 
abled them to obtain needed capital to continue and expand 
their services. Electric power companies, as a whole, have 
been demonstrating a larger degree of present and prospective 
earning capacity, and for this reason, their securities are more 
eagerly sought by all classes of investors. 

Reasons for the increasing popularity of electric light and 
power securities during the last two decades are the economy 
in the use of electrical power for industrial and domestic pur- 
poses and the successful development of long distance transmis- 
sion of electrical current. The central station electric light and 
power business represents a development of slightly more than 
a quarter-century, yet in this period it has become one of the 
greatest of national industries and its phenomenal progress is 
regarded as still in its infancy stage. Like the great railroad 
systems of the continent, it is proposed to “link up’ the indi- 
vidual power concerns into one vast superpower system, 
whereby surplus energy developed in one region may be trans- 
ferred to other sections where there is not enough to meet 
current demands. The harnessing of water-power for its con- 
version into electrical energy on an economical scale, though 
not displacing to any great degree the old steam method of pro- 
duction, gives promise of an almost unlimited growth. Almost 
9,000,000 of hydro-horsepower has been already put to use 
electrically in the United States, and, as nothing like the maxi- 
mum possible utilization has been reached, none can safely pre- 
dict the limit to the economical expansion of the power trans- 
mission industry. 

Gas companies have been holding their relatively long 
period of popularity as investments largely because of the new 
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uses for their service and the less costly methods of gas manu- 
facture. Originally gas was used for illuminating purposes, 
and although this is still maintained as a profitable service in 
many localities despite electrical competition, the development 
of the use of gas for fuel, heating and power, and industrial 
purposes, has more than offset the revenue losses arising from 
the reduction in gas illumination. If is estimated that between 
75% and go% of gas is consumed for cooking and heating 
purposes, a diversification of service that has come about in a 
quarter-century. As the furnishing of gas and electricity 
covers the same competitive field and takes place in the same 
localities there has been a general tendency toward merger and 
combination in these industries. 
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CHAPTER XXVII 


PUbEIG UML TY SECURITIES 


TESTS OF VALUES 


The Permanent Need for the Service.—A leading invest- 
ment factor to be considered in connection with public utility 
securities is the nature of the public need for the company’s 
service. When a domestic service is to be performed in a large 
population the problem of the permanency or extent of the need 
is not a serious one, as in the case of a costly electric light 
plant in a small town or agricultural district. Certain cor- 
porations have extended electric transmission lines hundreds of 
miles from populated sections and into mining camps at heavy 
capital cost. The safety of the principal of the bonds of these 
corporations will depend largely on the need that can be devel- 
oped for the power furnished by these transmission lines. 
Matters of this kind are now closely looked into by both engi- 
neers and investment bankers before purchasing wholesale 
public utility securities. Investigations of this nature include 
an analysis of the consuming locality’s population growth, 
industry and commercial importance. 

After the need for the service has been determined, the next 
step is to examine whether the need will be permanent. There 
might be a present need for a ferry service at some point across 
the East River adjoining New York City, but if in a few years 
a bridge is built across the river, the need for the ferry service 
would cease and the ferries would have to be scrapped, as in 
the case of many others in the past. Gas companies that were 
organized some years ago in the hopes of a perpetual and ex- 
panding need for their services were in some cases not very 
successful because of the competition resulting from the intro- 
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duction of electrical illumination. As pointed out in the previ- 
ous chapter gas companies in a number of cities have gone into 
the electrical business or become merged with the electrical 
enterprises in order to control this competition and prevent 
their own displacement. Thus, in New York City the New 
York Edison Company and other lighting companies are 
owned or controlled by the Consolidated Gas Company, and 
have proven a good and profitable acquisition for the latter. 


Franchise Analysis.—The primary test of a public utility 
investment is the franchise under which the company or its 
subsidiaries perform their services. These franchises are 
grants of conditional rights and privileges under legislative 
authority of the states. They may be received directly from 
the state legislature by legal enactment or from general state 
or municipal agencies. The courts have held that franchises, 
whenever granted in accordance with law, are contracts and 
cannot be impaired by subsequent legislation. Even in in- 
stances where bribery or fraudulent practices were employed to 
obtain a franchise, the courts have upheld the grant as a valid 
contract. Thus, a franchise granted to the Broadway Surface 
Railroad Company by the New York City Board of Aldermen 
in 1885 was obtained through bribery, but the New York Court 
of Appeals, notwithstanding the company’s charter was an- 
nuled in 1886, held that its franchise or interest granted in the 
street was perpetual and indefeasible, and hence survived the 
corporation. 

The chief provisions in a public utility franchise requiring 
the scrutiny of investors are the following: 


1. The nature and kinds of services to be performed. 
. The duration of the grant. 


iS) 


3. The exclusiveness of the service (monopoly). 
4. Territory prescribed, including required extensions. 


1See “Municipal Franchises in New York,” 


in Bemis, Municipal Monopolies, 
page 377. 


Ch. 27] POBEICUMELLYSSECURIDIBS 355 


5. Rates and charges. 

6. Recapture provisions. 

7. Franchise liabilities or obligations. 
Each will be considered briefly in turn. 


1. A franchise may be granted to supply a definite and re- 
stricted service, and none other. Thus, a company may receive 
the right to use the streets and other public property for sup- 
plying electric illumination. This was considered the only serv- 
ice applicable to the early electric companies. The use of 
electricity for power purposes, as previously stated, was a 
later development, so that it became a question in many cases 
whether original electric franchises permitted the use of the 
streets for supplying of current for power. The same problem 
developed in connection with the substitution of horse drawn 
street cars by mechanical motive power. An instance of a 
broad grant of powers by a municipality to a corporation is 
the Chicago Subway franchise. It was originally intended that 
this enterprise should construct subways for pipes and mains 
laid under the streets. It has been used, however, chiefly for 
the transportation of freight, though this service is not men- 
tioned in the franchise. 


2. The duration or term of the franchise undoubtedly re- 
ceives more attention from investors than any other provision. 
The corporation may be granted the right to use public prop- 
erty and to operate a public service without any limitation as 
to time. These franchises are called “perpetual,” and, as 
pointed out on a previous page, when granted by public au- 
thority without the power of recall or cancellation, they con- 
stitute an irrevocable contract that cannot be impaired by leg- 
islation. In the early days, the perpetual franchise was the 
rule. Nowadays, it is the exception. Thus, the first street 
car companies in many cases were originally granted a per- 
petual right to run cars through the streets. [arly water and 
gas companies likewise had no time limit placed on the period 
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of their operations. The modern policy is to limit the term of 
the franchise, or to grant a so-called “indeterminate permit” 
under which the company is granted the right to use the streets 
or other public property during good behavior, the city or state 
reserving the right to revoke the franchise or to purchase or 
otherwise take over the utility. 

Wisconsin was the first state to use the indeterminate per- 
mit as a general policy, though the earliest street railway fran- 
chises in Massachusetts were of this type. All existing fran- 
chises of utilities in Wisconsin, regardless of term limitation, 
were revoked under a law enacted in 1911, and the companies 
have been given indeterminate permits. Indiana has enacted a 
similar law, though in this state the acceptance of an “inde- 
terminate permit,” in lieu of a term franchise is optional with 
the companies. Several other states make similar grants to 
utilities, and Congress has adopted this type of franchise for 
utilities in the District of Columbia and other places under 
federal jurisdiction. 

The public utility bondholder is peculiarly interested in 
knowing the restrictions on the duration of the franchise with 
reference to the company’s bonds he holds. It would be an 
almost insensible risk buying or holding a bond of a corpora- 
tion the franchise of which expires before or within a few 
years after the bond comes due. Suppose one holds a bond 
due in 1945 of a company whose franchise expires in 1948. 
If the company is unable or does not expect to renew the fran- 
chise, it is not likely to maintain the property in good physical 
condition, which will thus become worthless as security for the 
bond. 


3. Of no less import than duration, to the investor, is the 
protection of franchise grants from competition of other con- 
cerns performing the same service. The exclusiveness of the 
right to perform a definite kind of service was generally 
ignored in many of the early franchise grants with the result 
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that duplication of services in the same territory and disastrous 
competition have been quite a common experience. During the 
period following the expiration of the Bell telephone patents, 
independent or “home’’ telephone companies sprang into 
existence in all parts of the country. Aside from the waste of 
capital, the greatest evil was the resulting public inconvenience. 
The lessons gained from these and other experiences of public 
utility competition have led to legislation in most states giving 
their respective public service commissions power to protect a 
company in a monopoly of its territory against a would-be 
competitor by requiring both private and municipal utilities to 
secure from these a “certificate of public convenience and 
necessity” before beginning operations. Unless there is a law 
of this kind, a public utility company not possessing a fran- 
chise giving it the exclusive right to perform a public service 
in its territory may be forced into bankruptcy or despair by 
wasteful competition.” 


4. Restriction of territory in which a public utility may 
operate hampers its progress and expansion, and prevents the 
economic advantages of large scale production. The handicap 
has been overcome in many cases through mergers or control 
of adjoining properties by the same corporate interests. Thus, 
the New York Edison Company in New York City operates 
under many franchises, some of which have overlapping terri- 
tory.’ The Consolidated Gas Company of New York, together 
with a number of other local utilities in large cities likewise 
obtain their franchise rights from original grants received by 
its merged and subsidiary companies. A difficulty arising from 
this process of absorption is the unequal terms of the. several 
franchises under which the company operates. An expiration 
of a franchise in part of its territory may cause as much com- 

2Tllustrations of wasteful competition between municipal owned and _ privately 
owned utilities have occured in San Francisco in the case of street railways and in 
Cleveland in the case of both street railways and lighting plants. 


® See Report on Electrical Franchises in Greater New York, published in rgt1o0 
Annual Report of the Public Service Commission of New York, 1st District. 
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plication and inconvenience to the utility as the termination of 
all its franchise powers. 

But territorial restriction of franchises may not prove half 
as burdensome as excessive area to which a company may be 
bound to supply its service under its grant of privileges. Ifa 
utility company is required to extend its tracks, or its mains 
into outlying and sparsely populated sections of a community 
at a time when the revenues from these extensions are not 
sufficient to cover the interest on the capital outlay, a decreas- 
ing rate of return will result to the operations as a whole. 
Many city traction lines have suffered thus. As a cause of 
public utility mortality, it seems to be even more potent than 
the confinement of operations to a limited area. 


5. The limitations of rates and charges are rarely found in 
the most modern types of public utility franchises. Where 
they still exist, they are a handicap to the companies. The 
difficulties of the Interborough Rapid Transit Company and 
other street railways that have accepted contracts to operate on 
a five cent fare furnishes good illustrations. A public utility 
company which agrees to limit its charges to definite amounts 
cannot appeal to the courts for higher rates, even though its 
existing charges are insufficient to furnish a reasonable return 
on the fair value of its property used in the public service. 
For this reason, the most favorable franchises from a public 
utility investment viewpoint are those in which the adjustment 
of rates is delegated to regulating commissions or left to ju- 
dicial arbitration. When there are no provisions in the fran- 
chise fixing rates and charges, the courts have held that public 
utility corporations are entitled to charge as much as will yield 
a fair return on the value of their property provided the rates 
are in themselves reasonable. Thus the rates charged by the 
Consolidated Gas Company of New York are not fixed by its 
franchises but by the New York Legislature. Several years 
ago, a law was enacted naming 80 cents per 1,000 cubic feet of 
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gas as the rate. It was contested on the ground that it failed 
to afford a reasonable return on the investment. The United 
States Supreme Court maintained at the time that the rate was 
just. But the courts also held that if the rate subsequently 
failed to furnish sufficient net earnings to give a fair income 
return on the value of the property, the company should be 
permitted to charge a higher rate. Accordingly, in 1920 a 
higher rate was temporarily granted and subsequently upheld 
by the highest courts. Franchise rate restrictions which are 
such as to hinder the attainment of revenues sufficient to off- 
set increased operating costs arising from war or other abnor- 
mal conditions would seem to indicate an advantage in buying 
the securities of public utilities whose franchises place no maxi- 
mum limits to the rates they may charge for their service. 

No small portion of the utilities’ troubles of this sort is due 
to the attitude of local politicians and civic reformers. It is 
traditionally the part of the public to play the role of the un- 
friendly critic, and only since sane commission regulations and 
court protection have established a sound and stable policy of 
rates and services, have public utility investments become 
secure. 


6. Recapture provisions whereby the municipality may pur- 
chase or acquire a utility at or before the expiration of the 
franchise require attention of investors in the case of a num- 
ber of existing public service enterprises. The Chicago Street 
Railways is an example when bondholders were not furnished 
sufficient protection against an impairment of their holdings 
by an arrangement to surrender the properties of the company 
to the municipality at the expiration of the franchise in 1927. 
Investors in Detroit and Cleveland public utilities have also 
experienced the adverse effect of the municipal ownership 
mania that has in the past spread throughout the country. 


7. Unfriendly political attitude and local competitive condi- 
tions have occasionally led to the insertion of burdensome pro- 
visions in public utility franchises. An example is the pro- 
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vision still requiring many street car companies to pave and 
keep in repair the space between tracks—a relic of horse car 
days, when horses damaged the frail pavements of the past. 
Onerous division of revenues, license fees, rentals, and the like 
have also been inserted in many municipal franchises. Thus, 
the surface railway system of Chicago must contribute 55% of 
its net revenues to the city. Illuminating companies in some 
instances have been required to furnish free public lighting. 
Other instances could be cited if space permitted. It is these 
“hidden” conditions that are frequently overlooked in the selec- 
tion of utility investments. 

The result of many years of experience regarding fran- 
chise controversies and public utility regulation leads to the 
following as gradually becoming the fixed principles controlling 
the public attitude in these matters: 

First: That public utility companies, because of the privi- 
leges granted them should be protected against undue compe- 
tition in the performance of their services, in return for which 
the public authorities have a right to regulate their charges and 
practices and to inspect the nature and character of their 
operations. 

Second: That franchise regulations, while preventing or 
discouraging excessive charges and earnings, should not pre- 
vent earnings from being sufficient to afford an adequate return 
on the capital investment or discourage the acquisition of new 
and additional capital from investors to perform the service 
adequately and efficiently. 

Third: That there is no public gain through the impositicn 
in franchises or otherwise of excessive burdens on the utility 
companies. 

Fourth: That the conditions of the franchise should be 
made flexible and should be altered by proper judicial arbitra- 
tion or other public authority when demanded by changed 
economic, political or industrial circumstances. 
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CHAPTER XXVIII 


PUBLICCUTILITIES 
EARNINGS AND VALUATION 


Rates and Charges.—The subject of public utility rates 
is highly complicated, and no attempt at adequate discussion 
can be made in these pages. The interest of the investor, as 
pointed out in the previous chapter, lies in a proper adjustment 
of rates by a public authority which protects the rights of both 
security holders and the consumers. 

The work involved in fixing reasonable rates for utilities is 
largely made up of determining what is the total cost of the 
service and what proportion thereof should be borne by the 
different branches of the service and by the different classes of 
consumers in each of these branches. In order to find these 
costs, it is necessary to determine (1) the actual investment of 
the fair value of the property and business that is employed 
in serving the public, (2) the reasonable operating expenses 
under normal conditions, and (3) the rates that will not only 
produce revenues to cover the operating costs but also furnish 
reasonable allowances for interest, profits, depreciation, and 
contingencies. Like all business enterprises, the aim of utilities 
is not to charge the highest possible rates for their services, but 
to obtain by means of such charges the greatest net income on 
the capital invested. Accordingly, it is to their advantage to 
reduce charges, if by such reduction they increase their output 
and net income. The economic basis of utility rate making, 
therefore, is to make charges such as will encourage the use 
for the service and at the same time afford a profit in per- 
forming the service. This principle applies to individual 
rates as well as to the general level of charges. It is 
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somewhat obscured by the heterogeneous character of utility 
consumers and the complexities in existing rate structures. 

The margin of the charge within which a utility company 
can profitably conduct business and the public will use the serv- 
ice varies with each class of customer and during different 
periods of the day or year. It is exceedingly difficult to deter- 
mine such charges even approximately without actual tests. 
Fluctuations in the price of commodities and in wages, changes 
in economic and industrial conditions and in the supply and 
demand for the service are continually altering the price mar- 
gin beyond which the seller or the purchaser of the service, or 
both, may suffer an economic disadvantage. 

Of recent years, in the discussion of rate questions, there 
have been endeavors to distinguish between charges based on 
the value of the service, and charges based on the cost of the 
service. By “value of the service” is meant what the public 
can afford to pay for the service, whereas the “‘cost of the serv- 
ice’ is all the expenses, including interest on investment, of 
the utilities in performing the service. The ‘‘cost of service” 
theory can be practically applied only in cases where the utility 
performs a single, continuous, simple service. Thus, street 
railways and gas companies in a number of cities are operated 
on the “‘service-at-cost plan.” By this is meant that their rates 
are adjusted at intervals so that they will furnish at all times 
sufficient revenues to cover all operating expenses and in addi- 
tion a fair return on the property investment. 

For rate making purposes “service costs” of public utilities 
are generally separated into two groups, viz.: (1) the operat- 
ing expenses proper, and (2) the fixed or overhead charges. 
The first comprise the expenses and outlays in the direct opera- 
tion of the service, such as fuel, wages, materials, etc., and the 
second covers the periodical outlays such as general adminis- 
tration, taxes, depreciation due to the elements or obsolescence, 
and interest and dividends on capital. The latter “‘costs’’ are 
constant and must be met regardless of the continuation or the 
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scale of operations. The former fluctuate though not propor- 
tionately in relation to the volume of service performed and 
the scale of the operations and are accordingly frequently 
termed, “variable costs.’’ A large part of these variable costs, 
however, are altered very little by changes in the output of the 
service, and for this reason a public utility is said to be a busi- 
ness of “decreasing costs” and “increasing returns.” By this 
is meant that as the number of units of output from the same 
plant are increased, the cost of performing the service “per 
unit” is decreased. It is for this reason that the more a capable 
plant not operated beyond its capacity is utilized in performing 
a service, the lower will be the rate charged per unit of serv- 
ice, when rates are to be based upon the “cost of service” 
plan. 

As an illustration of this rule, let us assume that an electric 
power plant has a capacity to produce at any one time 1000 
kilowatts of electrical energy per year. The actual demand of 
the company’s services, however, is but 600 kilowatts a year. 
The expenses of all kinds, including taxes and interest amount 
to $25,000 per year of which 60% is fixed, while 40% varies 
directly with the volume of the output. The fixed or un- 
changeable expenses therefore amount to $15,000, or $25 per 
kilowatt, whereas the variable costs amount to $10,000, or 
$16.67 per kilowatt consumed. The total cost per kilowatt 
accordingly would be $41.67. Should the business of the com- 
pany increase to 800 kilowatts, or 33 1/3% annually, the vari- 
able costs would increase accordingly, i.c., amount to $13,- 
333-33, but the “fixed” costs would remain at $15,000, making 
the total costs $28,333.33 or on the basis of the increased out- 
put $35.42 per kilowatt. Thus, the increased volume of busi- 
ness would on “the cost of service plan” permit a reduction in 
the annual rate per kilowatt of from $41.67 to $35.42. Of 
course, in the actual practice of rate making the problem is 


1See page 316, where this subject is discussed with reference to railroad traffic. 
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much more complicated as there are many factors to be taken 
into consideration in addition to operating costs and charges.” 

The cost basis of rate making is ineffective if under its op- 
eration rates are made higher than “‘the value of the service.” 
By “value of the service” is what the consumer is willing to 
pay without reducing or curtailing his demand for the service. 
Thus a fare of 10 cents by an urban street railway may be ad- 
judged necessary to meet the “cost of service” plan, but if a 
large part of the public are willing to dispense with car rides 
because 10 cents a ride is considered too high or uneconomical 
the company, instead of obtaining the desired increased earn- 
ings, will find its revenues reduced. It is only within the mar- 
gin between the “cost of the service” and the “value of the 
services’ charges, that the general level of public utility rates 
can be economically and satisfactorily adjusted.* 

During the years immediately following the war the rates 
and charges for electricity, gas, street railway service, etc., 
were rather generally readjusted to the higher costs, and thus 
the earning power and popularity of public utility securities 
were restored. In street railways the restoration has never been 
complete, but in the case of typical gas and electric companies 
it has been more than complete, since many of these have re- 
tained higher charges for services while at the same time re- 
ducing their output costs by more economical and efficient 
operating methods and by improved plant equipment. 


Analysis of Earnings—A much overrated investment 
feature of public utilities is the relative stability of their earn- 
ings. Since most utility companies furnish necessary services, 
the need for which is not affected by fluctuating business con- 
ditions, their revenues are not greatly disturbed by a transition 
from good to bad times. In this connection, it should be re- 
membered, however, that the stability applies only to gross 


2An important factor, known as the “load factor’? is discussed below. 

3 The adjustment of individual rates among different classes of consumers and 
different branches of the public utility services is another problem which is too com- 
plicated to be covered in these pages. 
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revenues and not to net income, or the amount left after op- 
erating expenses are paid. Operating costs in recent years have 
greatly increased among public service companies as well as 
among other business concerns. In cases where the charges 
for services could not be increased in proportion to the growth 
in operating expenses, heavy losses of net income have resulted. 
The situation of the Interborough Rapid Transit Company of 
New York illustrates this point. The company’s gross earn- 
ings have been steadily increasing, but the operating costs have 
increased faster and have reduced the net revenue below the 
company’s interest charges. It is the net earnings and not the 
gross revenues which determine the safety of income on in- 
vestment securities. 

Then, again, as an offset to this relative stability of earn- 
ings, public utility companies as a rule do not share in general 
business prosperity as much as other companies. When busi- 
ness is very good, manufacturing companies and railroads earn 
more. But the income of a gas company or a street car rail- 
way is not affected by the better times. Moreover, manufactur- 
ing companies can curtail their output to keep up prices when 
the market is unfavorable. Public utilities cannot do this since 
they must sell their service continuously, even if at a loss. 
Moreover, they are restricted to their locality, and cannot sell 
their service where they can get the highest price. 


Capital Requirements.—Most public utilities require a 
large amount of fixed capital. The original plant instalment in- 
volves a much greater outlay relatively than in most other con- 
cerns, particularly when modern equipment is being used. 
Moreover, capital cannot be easily provided from current earn- 
ings, as in a manufacturing company. To meet the public de- 
mand for service, it must generally be secured at once, as it is 
impossible ot wait until earnings have increased. Much of the 
capital investment in public utilities in recent years has been in 
vast hydro-electric plants. These require a tremendous capital 
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outlay before operations begin and considerable time must 
elapse before earnings commensurate with the amount of the 
investment can be expected. 


The Load Factor.—Another reason why large capital in- 
vestment is necessary in public utilities is that public service 
companies must have a plant and equipment to meet the largest 
demand that may be made for service at any particular time. 
This point of maximum demand is called “the peak of the 
load.” A utility corporation, such as a gas company, is given 
a franchise to furnish adequately a public service, which is 
not demanded continuously in equal volume or intensity. Dur- 
ing certain periods of the day and the night little gas is used 
by domestic consumers, whereas at other hours almost all will 
be demanding gas service. The proportions of the demand 
vary with some public utility companies not alone at different 
hours of the day but in different seasons of the year. Thus, 
an electric power plant constructed largely to serve irrigation 
works, operates at or near full capacity only four months of 
the year, the remaining months requiring use only for domestic 
lighting and power purposes. Figure Io illustrates the average 
variation for the larger cities of the country in the number 
of telephone calls made from business offices in the course of a 
day. At midnight its use is almost nil. It rises steadily until 
10.30 A. M., when it reaches its maximum point, and then 
declines towards the evening. The telephone company’s equip- 
ment must be adequate to meet the “peak.” Hence the neces- 
sity of a relatively large investment in fixed capital. The 
earnings of the whole service must be sufficient to pay the 
interest on the whole investment including the part used only 
a portion of the time. 

In growing communities public utilities have to meet not 
only the actual, but the probable maximum demand. They 
must, therefore, provide additional plant instalments in ad- 
vance of actual use. Telephone companies of the Bell System 
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Figure 10. Graphic Chart Showing Fluctuations in Number of Telephone 
Calls during 24 Hours 


located in large cities find it good business policy to forecast 
the requirements for their service twenty years in advance, 
and new capital is applied in construction of mains and central 
stations several years before a return on the investment can 
be even expected. Gas companies also frequently lay mains 
in suburban sections where there is very slight demand for 
its service, either to meet the conditions of the franchise or to 
keep out potential competition. A fertile cause of mortality 
among street railway companies, as pointed out on page 358, 
has been an excessive expansion into outlying districts. As 
long as their services are restricted to densely populated sec- 
tions of a city their earnings may justify the capital investment, 
but when they reach out into regions producing little traffic, 


they are apt to increase capital indebtedness more rapidly than 
earnings. 


Upkeep.—Another matter for study in connection with 
operating expenses is the necessity for proper depreciation 
provisions. Maintenance must be kept up if the company is 
to perform efficient service, and depreciation or obsolescence 
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must be allowed for if it is to have sustained value and earn- 
ing power. Public utility companies, particularly when subject 
to competition, have to take advantage of the mechanical and 
technical improvements even though their instalment incurs 
heavy losses in scrapping the old equipment. Therefore, in 
studying public utility companies an investor should look care- 
fully into the provision made for depreciation losses. With a 
railroad, guarding against depreciation losses is not so im- 
portant. A railroad’s investment is scattered largely among 
relatively small units of physical equipment which are readily 
replaced from current earnings. Public utility investment, on 
the other hand, is chiefly localized in expensive plants, so that 
a single replacement frequently requires a relatively heavy out- 
lay of new capital. 


Units of Output and Cost.—A great deal of attention is 
given by engineers, bankers and investors to analysis of units 
of output and costs in public utility operations. Thus, costs 
are usually stated in terms of kilowatt hours generated in the 
case of electric companies, thousand feet of gas produced for 
gas companies, passengers or revenue car-miles for electric 
railways, gallons of water distributed for water works, and 
telephone calls or telephone stations for telephone companies. 
These units correspond to those pointed out in the discussion 
of railroad traffic statistics. They are applied to the measure- 
ment of revenues, expenditures and capital outlay as well as 
to the measurement of efficiency and economy of operation. 
The limitations on the proper use of these data for compara- 
tive purposes have already been discussed. As conditions of 
operations vary greatly among utilities, the employment of 
statistical units for measuring costs, efficiency or profitable- 
ness of an enterprise requires the utmost caution. It is a 
matter to be handled properly only by trained engineers and 
investment analysts. 
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Public Utility Valuation—Because of the legal theory that 
public service corporations should be permitted to charge rates 
which under normal conditions will give a reasonable return 
on the fair value of their properties, valuation has become 
almost an essential factor in the investment analysis of these 
enterprises. An investor should not feel secure in his commit- 
ment, however, when he has merely an absolute mortgage on 
a costly public utility plant. The property, in addition to hav- 
ing a reproduction cost or physical value in excess of the 
indebtedness against it, requires patronage, economical methods 
of operation, and a possibility of earning its fixed charges 
under normal conditions. 

Conscientious promoters and financiers may assure them- 
selves of the public need for the proposed enterprise; of its 
resources and of its future, and may even test in every detail 
the cost estimates as to plant, equipment, expenses and other 
essentials; yet they cannot with all these precautions assume 
that the capital outlay will bring in a reasonable return. 
Further precautions are necessary. At the basis of all sound 
business enterprises lies the fundamental maxim, that the 
construction is to be done at as small cost as is consistent with 
the rate of return expected from the probable volume of busi- 
ness. If the cost is excessive the enterprise will not pay for 
the capital investment. If it is built inadequately for the 
service, the enterprise will likewise prove unsuccessful. Such 
was the experience of many hastily built interurban traction 
lines. These, after a series of receiverships and reorganiza- 
tions, in many instances, had to be substantially rebuilt to meet 
traffic requirements. 

The emphasis placed on valuation as a factor of safety of 
public utility securities would thus seem to be exaggerated. 
It is generally considered essential to security that a public 
utility bond issue should have a lien on physical property valued 
at considerably in excess of the outstanding amount of the 
bonds. Mere value of physical property is, however, but one 
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element contributing to financial soundness. Actual profits 
over long periods of time must also be given due consideration. 
If losses during certain years are fully offset by surpluses 
during other years and if there is prospect of continuous in- 
crease in earning capacity because of population growth, en- 
larged demand for the services, more economical operations, 
or any other reasons, the investor may overlook the valuation 
factor in his analysis. 

It is becoming the general policy of engineers, appraisers 
and state public utility commissions which are concerned with 
valuations, to make allowance for “going value’ in estimating 
the reproduction cost of public utility properties. Probably 
the best explanation of the concept of “going value” is con- 
tained in an opinion of the New York Court of Appeals in 
Public Service Commission v. Kings County Lighting 
Company: 


It takes time to put a new enterprise of any magnitude on its 
feet after the construction work has been finished. ... The 
company starts out with the “bare bones” of the plant, to borrow 
Justice Lurton’s phrase in the Omaha Water Works case. By 
the expenditure of time, labor and money, it co-ordinates those 
bones into an efficient working organism and acquires a paying 
business. The proper and reasonable cost of doing that, whether 
included in operating expenses or not, is as much a part of the 
investment of the company as the cost of the physical property. 


In the foregoing opinion, it is readily apparent that “going 
value” is closely akin to what is frequently termed ‘‘develop- 
ment costs.” [Expenditures representing “going value” com- 
prise not only the initial outlays for establishing a sound busi- 
ness on a paying basis, but also certain losses arising from 
property abandonments and changes in physical structure re- 
quired to perform properly the public utilities service.* 


Other Investment Factors.—There are additional invest- 
ment advantages attaching to public service securities. Many 


4 For additional remarks on valuation, see Chapter XXIII, page 306. 
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years of invention and progressive development in processes 
and in mechanical equipment for furnishing utilities have 
effected greater stability in methods and appliances. Deprecia- 
tion and displacement are not as potent dangers to permanency 
of investment value as formerly. The experimental stage in 
many cases has been passed and the financial losses occasioned 
by untried processes or uncertainty of demand for the services 
furnished are no longer such as to deter investors from pur- 
chasing public utility securities. Because of the enlargement 
of the field of their operations the companies have larger 
credit facilities, affording them a broader market for their 
securities, which places the securities on the same plane with 
the issues of railroads and the giant industrials. With these 
fundamental advantages public utility bonds offer a large 
and profitable field for investment. The yields on them are 
now larger than on municipal and railroad issues. They are 
even higher than on some industrial securities of the same 
grade. 


Market of Public Utility Securities—Public utility securi- 
ities entered the general investment field later than the rail- 
roads, though in a few cases existing public utilities, in their 
origin, antedate the oldest railroad companies. Until the 
last thirty to forty years, however, little was known of the 
financial standing of individual utility companies outside of 
the localities where each operated, and only in exceptional in- 
stances where the amount of existing securities was large 
enough to be listed and dealt in on the leading exchanges. The 
market for the securities was thus restricted. Moreover, the 
physical equipment and the mechanical processes connected with 
the operations of these companies were not standardized. Con- 
sequently, the degree of business risk was greater than in rail- 
roads. These factors for a long time placed the public utility 
securities below the railroads in the scale of investments. 
Changes in recent years have considerably altered this condi- 
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tion. The creation of immense public utility and industrial 
corporations has permitted them to issue large blocks of securi- 
ties at relatively high income yields that find a place in the 
general investment market in competition with standard rail- 
road securities. 

The offering of new public utility securities during the last 
decade as pointed out above has been outstripping those of the 
railroad companies. A relatively small part of this large value 
of public utility obligations have been listed on leading security 
exchanges. Like state and municipal obligations they are 
mainly dealt in “over the counter,” i.e., through dealers. A 
number of well-known investment banking houses specialize in 
this class of obligations, and through their continuous “bids” 
and “offers” active markets are created and maintained, thus 
affording the advantages of listed securities. 


Institutional Holdings of Public Utilities—Public utility 
securities as yet are not as popular as investments of banks, 
trust companies, insurance companies and other financial in- 
stitutions as those of railroads. Savings banks in several lead- 
ing states are severely restricted or prohibited altogether in 
placing their funds in this group of securities. The banking 
laws of New York State do not permit savings banks or 
trustees to purchase any public utility bonds whatsoever, 
whereas Massachusetts and Connecticut limit such commit- 
ments to the obligations of local companies. According to the 
Comptroller of the Currency, mutual savings banks in the 
United States on June 30, 1924, held $214,072,000 in value of 
bonds of public service corporations, including street and inter- 
urban railways’ compared with $1,008,853,000 of railroad 
bonds and $611,602,000 of state, county and municipal bonds. 
Commercial banks on the other hand, both national and state 
owned at the same date $675,607,000 of public utility bonds 
and loan and trust companies held $173,809,000. Insurance 
companies, also, have been gradually taking on more of public 
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service company securities. Information, however, is lacking 
of the full extent of this class of insurance company invest- 
ments. It is estimated that during the four years, 1921 to 
1923 inclusive, the life insurance companies alone increased 
their holding of public utility corporations securities by about 
$200,000,000.” 

The Metropolitan Life Insurance Company, the largest 
concern of its kind in America, has been an investor in the 
securities of public utilities for a number of years, probably 
to a greater extent than any other life insurance company and 
with very satisfactory experience. At the end of 1923, 
approximately 15% of its total investments consisted of public 


utility bonds. As pointed out by Henry W. George, the 
treasurer : 


We are convinced that under fair regulation on the one hand 
and conservative management on the other, the securities of these 
companies furnish an advantageous outlet for the investment of 
life insurance funds. The power and light industry is one of the 
greatest in the country, the amount invested in the various prop- 
erties being estimated at over $6,600,000,000 and the investment is 
constantly increasing as the uses of electricity are being multiplied. 
“Electricity speeding to the aid of man, is the outstanding feature 
of the present age.’ The company’s investment in this class of 


security is spread over 33 states and Canada, and includes 140 
properties.° 
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CHAPTER XXIX 


INDUSTRIAL SECURITIES 
GENERAL CONSIDERATIONS ! 


Investment Standing.—Industrial securities are the most re- 
cent class of long-term public investments. They have occupied 
the lowest rank among investments. The growth in the scale 
of production and in the size of industrial plants, and the com- 
bination into one organization of separate concerns brought 
industrial securities into prominence and has given them an 
important place on all security exchanges. The large element 
of business risk, especially at a time when the changes in the 
scale of production and the enlargement of markets were caus- 
ing displacement of mechanical processes and heavy expenses 
of distribution, formerly made industrial securities unattractive 
as investments. Consequently these sold at high income 
yields. The “experimental stage’ in many instances, having 
been passed, the market for industrial securities has much 
improved and their income yield tends to conform to that of 
other classes of investments. 


Lack of Standardization—Unlike railroad and_ public 
utility companies, industrial corporations do not readily lend 
themselves to comparative or statistical analysis for investment 
purposes. The activities and operating results of this group 
of business organizations cannot be gauged so easily by the 
use of standard units, as for instance, the ton-mile in the case 
of railroads, or the kilowatt-hour in the case of electric con- 
cerns. This is due to the lack of uniformity in the industrial 


1The broad tests of railroad and public utility investments as outlined in the 
previous chapters apply in many cases to industrial securities, and for this reason 
are not again taken up in the present chapter. 
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and financial structure as well as the accounting methods of 
manufacturing concerns. Railroad activities have become 
thoroughly standardized, and comparative statistics for con- 
trasting the operations and financial status of one railroad with 
those of another are widely used, particularly in analyzing the 
values of its securities. The same method can be applied 
in a considerable degree to public utilities which perform 
services similar to those performed by railroads. 

It is exceedingly difficult, however, to use standard units 
or indices in a comparative study of industrial corporations. 
The United States Steel Corporation, for example, has its 
peculiar operating and accounting methods and its own system 
of financial and industrial organization, which is probably 
not followed by other steel concerns. The Republic Iron and 
Steel Company engages in a similar line of business, but its 
methods of operation are quite different, being adjusted to 
the size and character of its plants and the amount of its 
output. In general, industrial and commercial concerns do 
not follow uniform rules and methods of accounting such as 
are imposed by the Interstate Commerce Commission on rail- 
roads, and by state public service commissions on public utility 
companies. 


Unrestricted Field of Operation.—Another distinction 
possessed by industrial companies from an investment stand- 
point is that they are constantly varying and extending their 
commercial and financial activities. A railroad generally does 
only a transportation business; a gas company is limited to 
supplying gas to consumers, and an electric company to fur- 
nishing and distributing electric current. An industrial com- 
pany, however, while it may be organized to manufacture, say, 
railroad cars, is free to turn its operations to other lines, such 
as the construction of military equipment and munitions, the 
making of automobile trucks, and the like. Again, a company 
organized to sell cigars can easily extend its operations to 
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the confectionery business. There is little legal or economic 
restriction on the activities of ordinary commercial under- 
takings. They can expand, restrict, curtail and diversify their 
production practically as they will. 

The capacity for expansion and diversification of activities 
means large possibilities of income growth when circumstances 
are favorable. An industrial company is not physically limited 
in the selection of the market for its products. It can extend 
its markets almost anywhere, whereas railroads and public 
utilities are generally limited in marketing their services to the 
territories where they are located. A large industrial cor- 
poration may have the whole world for its market. Its 
expansion possibilities are limited only by competition and 
availability of capital. 


Development of Industrial Consolidations.—The active 
consolidation of large industrial concerns whose securities 
have been offered as investments in the United States began 
in the last decade of the nineteenth century. Though several 
large consolidations may be ascribed primarily to the desire 
of promoters to foist securities of doubtful value upon the 
public, a considerable number were due to the growing con- 
fidence in American industrial progress and to the desire to 
reap the advantages of large scale production. In view of 
the sporadic circumstances under which the large industrial 
combinations were formed, they naturally had many defects 
which were reflected in the early investment standing of their 
securities. These defects may be briefly summarized as 
follows : 

1. Overcapitalization. 

2. Insufficient working capital. 

3. Insufficient integration. 

4. Inexperience, combined with inadequate information re- 
garding the condition pertaining to their respective 
industries. 


Each of these shortcomings will be considered in turn. 
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Heavy CaPiTaLizATION.—Overcapitalization was undoubt- 
edly the most pronounced defect in the organization of the 
large industrials. The consolidations, however, made it neces- 
sary. The former owners of the plants taken over generally 
demanded, in addition to cash, prior lien securities of the 
consolidated companies as part of the purchase price. This 
led to the creation of large issues of bonds and cumulative 
preferred stock carrying high dividend rates. In most cases 
the outstanding preferred stock of the new consolidations was 
equal to, or in excess of, the value of the plants acquired. 
The promoters, in order to recoup themselves for their cash 
outlay and their labors in bringing about the consolidations, 
endeavored to obtain from the public the highest possible 
price for the new common issues. Accordingly, unwarranted 
dividend payments on the common stock were made to im- 
preve the market for such securities. In several cases, the 
defect lay not so much in the amount of the capitalization as 
in the capital structure itself. Optimistic estimates of future 
earnings led to initial bonded indebtedness carrying heavy 
fixed charges. Although in years of business prosperity net 
earnings covered these charges, a period of depression or the 
appearance of new and unforeseen competition in several in- 
stances caused net income to fall below the amount required 
to meet interest and sinking fund payment, with consequent 
insolvency and receivership.” 


Lack OF WorKING CapitaL.—The inadequacy of working 
capital seriously hampered the progress of the first large 
industrial “trusts.” In acquiring control of their respective 
industries, a number of the consolidations took over obsolete 
and dilapidated plants. Modernization and extension of these 
plants became necessary, and funds for this purpose had to 


2 Examples of receivership caused by early heavy fixed charges are the National 
Starch Manufacturing Company, the National Cordage Company, the American 
Bicycle Company and the United States Shipbuilding Company. For an account of 
the finances of these together with other industrial combinations which have had to 
undergo reorganization, see Dewing, Corporate Promotions 


4 P - and Reorganizati 
published by the Harvard University Press, Ganiganons, 
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be obtained from accumulated profits. Several of the indus- 
trial concerns endeavored to increase the profits by increasing 
prices, but this policy merely resulted in renewed competition 
and widespread popular disfavor. The policy of paying out in 
dividends an excessive amount of current earnings further 
impaired working capital. This not only prevented the con- 
cerns from expanding their operations, but weakened their 
power of withstanding business depression. 


Lack OF INTEGRATION.—In some cases the new combina- 
tions lacked integration or unification of the several activities 
which comprised the particular line of industry in which they 
were engaged. Integral processes are understood to refer to 
the various stages of manufacture and distribution which di- 
rectly follow each other as the raw material is converted into 
the finished product and placed at the disposal of the consumer. 
Combining these activities in one organization results in com- 
mercial independence and is particularly important in pre- 
venting financial disasters due to violent fluctuations in raw 
material prices or changes in marketing or competitive con- 
ditions. [Examples of concerns which have been successful in 
this direction are the United States Steel Corporation, the 
Standard Oil Company of New Jersey, the United States 
Rubber Company, the International Harvester Company, and 
the Bethlehem Steel Corporation. 


INEXPERIENCE.—Industrial corporations suffered severely 
because of their inadequate knowledge of conditions in their 
respective industries, and their inability to gauge properly the 
demand for their products or to reduce operating expenses 
in times of business depression. Railroads after a number 
of years of disastrous experience have succeeded in accomplish- 
ing these ends. The industrial companies have of late been fol- 
lowing their example. This was manifest as early as the 
business depression of 1907, when, in spite of the serious 
financial stringency and the sharp declines in the consumption 
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of their products, there were relatively few receiverships 
among large industrial concerns. 

Because of the defects of organization, the new industrial 
consolidations naturally encountered considerable difficulty in 
marketing their securities. The experimental character of 
a number of the undertakings discouraged investors from en- 
tering this industrial field of investment. Owing to the popu- 
lar distrust and the fear of hostile legislation against com- 
binations, the shares of industrial corporations did not have 
the market value to which their earning capacity seemed to 
entitle them. Moreover, the formation of a large number of 
consolidations within a brief period of time caused an “undi- 
gested” supply, of securities and unfavorable market conditions. 


Later Policies——Having benefited by their early experi- 
ence, industrial corporations have in recent years scored nota- 
ble progress in their finances by practicing the following 
policies : 


1. Conservative distribution of dividends, i.e., the with- 
holding of dividend payments until a time when the 
financial standing and physical condition of the prop- 
erty permitted the distribution of profits to shareholders. 

. The building up of cash reserves out of profits so as to 
insure adequate working capital, the gradual better- 
ment of the physical value and earning capacity of their 
plants, and the elimination of the overcapitalization 
evil. 

3. Better knowledge of their respective industries, both as to 
the character of the demand for their products, and of 
their relations to distributors, consumers and employees. 

4. The maintenance of earning stability by diversification of 
activities and enlargement of markets. Export busi- 
ness has been developed and in some cases foreign 
plants have been constructed, while as a general rule 
the aim has been to broaden the markets for their goods. 
The control of raw materials, such as ore, lime, timber, 


bo 
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coal, etc., has rendered the large manufacturing con- 
cerns independent of temporary price fluctuations from 
which they had suffered in the early period of industrial 
combinations. 


The period of most excessive capitalization and unstable 
earnings has passed. Bankers and investors are insisting upon 
more and more information concerning the plans of organiza- 
tion, the actual value of the tangible assets, the proved earning 
capacity, and similar data relating to industrial concerns before 
undertaking the purchase and distribution of their securities. 


Improvement of Financial Condition.—The financial posi- 
tion of the industrial combinations which have benefited from 
their hard experience in the immature stages of their existence 
may be described under two heads: 


1. The physical betterment of plants, the enlargement of 
working capital, and the general improvement in their 
financial condition combined with an understanding of 
their markets, now assures them stability of earn- 
ings sufficient to resist the effects of later business 
depressions. 

2. Their securities have been gradually advancing from the 
speculative to the investment class. Their popularity 
is increasing and they are purchased by the most con- 
servative of investors. 


Study of Industry.—Successful investment in industrial 
securities requires continual investigation and study along two 
lines: (1) the character of the management and the financial 
conditions of the individual companies whose securities are 
available for investment, and (2) the general status of the 
separate industries represented by these companies. 

If an investor owns bonds of the American Sugar Refining 
Company or the Anaconda Copper Company, it is equally as 
important that he should have some knowledge of the situa- 
tion in the sugar and copper industries as to know the financial 
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statements, the capital structure and efficiency of the manage- 
ment of these companies. If, as when these lines are written, 
there is statistical proof that there is a relative oversupply of 
raw sugar, it is evident that a sugar refining company with 
large supplies of this material on hand is likely to experience 
heavy losses in its operation. Similarly, a copper producing 
company with a large annual output, and subjected to heavy 
administrative costs, interest payments or other fixed charges, 
has poor prospect of maintaining its net income at a time of 
depressed industrial conditions or a disturbance of inter- 
national trade and finance, because of economic distress in 
copper importing countries. 

The correct analysis and interpretation of trade and in- 
dustrial conditions is an exceedingly delicate and difficult task. 
It is in this field that experts rarely agree. Differences in 
judgments and opinions are one of the principal reasons why 
some investors are willing to buy when others are eager to 
sell at prevailing prices. The financial newspapers and trade 
journals are the most important and most readily available 
sources of information on industries. The ordinary daily 
newspapers frequently publish inaccuracies and errors which 
it is impossible to eliminate because of the speed at which 
the newspaper press is accustomed to get its news. But the 
great mass of the news published in reliable trade journals 
on business and finance is authentic and largely accurate. 
The investor is warned against expressions of opinion by 
recognized leaders in the various industries, or by “‘service 
bureaus” and others whose special interests impel them to 
color the facts. Trade reports prepared by the commercial 
credit companies (such as “Bradstreet” and “Dun”) and by 
trade journals such as the Iron Age, Willet and Gray's 
Weekly, the Engineering and Mining Journal and the Textile 
World, together with the carefully prepared statements on 
conditions issued by the Federal Reserve Board, the federal 
reserve banks, the Department of Commerce and other gov- 
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ernmental or official bodies, are, on the whole, reliable and 
trustworthy.* 

The proper interpretation of trade information calls for 
an elementary understanding of the conditions surrounding 
an industry. Bare facts or figures mean nothing unless con- 
sidered with respect to these conditions. Thus, it is quite 
possible for the consumption of a commodity to show large 
and continuous growth while, at the same time, the producers 
of the commodity as a whole will be undergoing financial 
strain merely because productive capacity outstrips consump- 
tion. This has been at various times the condition of the 
coal, copper, oil, and fertilizer industries. It has intermittently 
handicapped the automobile trade and in the leading basic in- 
dustry, z7z., steel manufacture, it has caused the series of busi- 
ness cycles which have been studied in recent years so 
assiduously by economists and business statisticians. 


Effects of Competition.—Prevailing or potential competi- 
tion is one of the powerful industrial influences which de- 
serve careful consideration in industrial investments. The 
competition may be direct or indirect. By direct competition 
is meant the rivalry for business by concerns in the same 
industry producing like commodities or services. Indirect 
competition arises from conditions whereby goods produced 
by one concern or by one industry can be replaced or sub- 
stituted in consumption by goods or commodities of another 
kind. Thus, concrete may take the place of steel, fuel oil or 
natural gas may replace coal, bituminous coal may be sub- 
stituted for anthracite, and rubber may be used in place of 
leather. Many other similar cases might be cited, and even 
when the actual displacement is meagre, its possibility may re- 
strain or retard price advances which make the industry 
profitable. 


% See Appendix A, ‘Sources of Investment Information,” for a further discussion 
of this topic. 


384 CORPORATION SECURITIES [Pt. IV 


Raw Materials—The sources and the control of raw 
materials used in the different industries are alsc matters 
of concern in studying the relative investment merits of in- 
dustrials. On a preceding page, it was pointed out that one 
of the defects of the early industrial combinations was in- 
sufficient control or inadequate supplies of raw materials. 
The depressed condition of the leather industry following the 
European War offers a good illustration of the importance 
of this fact. The principal raw material used in this industry 
are hides—a by-product of the packing industry. The raw 
material supply, therefore, is not adjusted to the demand for 
finished leather, but is dependent upon meat production. A 
change in the quantity of meat, therefore, affects the price of 
the raw material without substantially influencing the demand 
for leather goods, so that a rise in hide prices cannot readily 
be shifted to consumers. For this reason, companies engaged 
in preparing leather from hides, such as the Central Leather 
Company and the American Hide & Leather Company, are 
apt to experience fluctuating earnings. The textile companies 
are under a similar handicap due to changes in the market 
prices of cotton and wool. It is this class of companies, as 
shall be shown later, which for financial safety, should avoid 
heavy indebtedness or otherwise burdening themselves with 
fixed charges. Tobacco manufacturing companies, on the other 
hand, because of a smaller degree of dependence on the im- 
mediate yield of a single crop of leaf tobacco, have experi- 


enced greater stability of earnings and can more safely carry 
a bonded indebtedness.* 


Character of Demand.—The stability of demand for the 
products of an industrial company is a favorable investment 
factor. The production of the necessities of life, such as 
meat, bread, and other foodstuffs, textiles, wearing apparel 
and other commodities in daily use would undoubtedly be the 


‘It takes from three to five years for tobe-eo to ripen before it is used in 
manufacture. 
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most favored class of investments were it not for the fact 
that in many cases competitive and other influences disturb 
stability of profits. The production of specialized goods de- 
pendent on the whims of public taste, such for example, as 
the almost obsolete bicycle, phonographs, radio machines and 
the like, may prove for a time profitable undertakings, but, 
on the whole, they are not to be considered as in the field 
of secure long term investment risks. 

Obviously, all these matters cannot be passed upon ade- 
quately by the ordinary investor. The responsibility for a 
proper study of industries and general conditions affecting 
industries lies with promotors, investment bankers, financiers 
and the reliable and unprejudiced information services. The 
specialized profession of investment counsel is yet too young 
to fully meet the problems. 
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CHAPTER XXX 


INDUSTRIAL SECURITIES 
TESTS OF VALUES 


Study of Individual Companies—Management.—In no 
class of investment does management count so much as with 
industrials. This is because (1) industrial company opera- 
tions are not as highly standardized as railroad and public 
utility operations, (2) competition is more prevalent and 
effective, and, (3) frequent changes in business conditions 
influence directly and immediately costs and profits. It 1s 
for this reason that managers and directors of industrials 
must be constantly alert, must use sound judgment in 
forecasting business conditions, keep a control on expenses 
and finances, and always be prepared to meet present 
and potential competition. The business character of the 
directors is thus important in estimating the investment 
merits of industrial companies. They, as individuals, should 
have business experience and sound judgment, and, above 
everything else, should select the officers of a company 
on the basis of their managerial skill and knowledge of 
the industry, rather than because of their control of a voting 
majority of shares or their relationship with banking interests. 
In all large enterprises there is a varying degree of diffusion 
of responsibility and an impossibility of direct personal con- 
trol and supervision, which handicap effective management 
as compared with the small concern. In the formation of 
many of the large industrial corporations, men whose business 
skill had been confined to the management of a small factory 
were given the control of a group of plants widely separated 
and operating under local conditions. These men, when com- 
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pelled under the new form of organization to delegate the 
actual management to paid superintendents, over whom only 
indirect authority could be exercised, frequently failed in the 
new task for which they had neither training nor experience.! 

Another handicap experienced in the transfer of manage- 
ment to paid superintendents of the separate plants taken over 
in industrial consolidations from former individual owners 
has been the tendency of the latter to degenerate into automatic 
parts of a great machine. Under such circumstances, they 
frequently lacked initiative or the power of assuming responsi- 
bility. This naturally leads to carelessness, waste, disloyalty 
and inability of adjustment of operating conditions to meet 
new competitive situations. Many illustrations of financial 
failures due primarily to this cause could be given as, for 
example, the Rumley Company in 1913, the International 
Steam Pump Company in 1914 and the American Writing 
Paper Company in 1922, as well as other industrials which 
had to be reorganized under entirely new management.’ 


Banking Support.—In addition to efficient management, it 
is as essential to an industrial corporation as with a railroad 
to have strong financial backing to assure its future. Large 
banking concerns, however, appear to be less willing constantly 
to stand behind industrial concerns than railroads, and as in- 
dustrials usually require larger working capital and greater 
lines of credit, they are subject to a greater risk of insolvency 
due to lack of banking support. There have been many in- 
stances in recent years, particularly during the business de- 
pression of 1920-1, of the tiding over of industrial companies 
by the extension of bank credits. 


Analysis of Earnings.—As pointed out above, lack of 
standardization prevents proper comparison of the income ac- 


1See Dewing, Corporate Promotions and Reorgamzations, pages 558-9. ; 

2For an excellent discussion of the influence of poor management in the failure 
of industrial companies see Dewing, Corporate Promotions and Reorganizations, 
pages 557-566. 
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counts of industrial companies so that it is difficult to judge of 
the investment merits of a company’s securities by com- 
paring its activities and operating results with the activities 
and operating results of another company. The investor in 
his analysis of a company’s progress is thus limited largely 
to a study of its financial statements covering a period of 
years. In making such analysis, he should be careful to note 
any changes in accounting methods during the period he is 
investigating. An industrial company may alter the form of 
its balance sheet or income account whenever it desires. Thus, 
a company in order to avoid payment of income taxes might 
augment its expenses by increasing reserves for depreciation 
and for contingencies, such as flood and fire. Industrial com- 
panies are in the same position as an income taxpayer, who 
has much leeway for the use of individual judgment. 

However, due largely to the rise of the profession of ac- 
countancy in the United States and also to the fact that all 
large business concerns are now practically forced to use the 
services of professional licensed accountants to certify to the 
correctness of their accounts, there is a progressive trend 
toward correct and uniform accounting methods. In Great 
Britain, the chartered accountant is a legally responsible 
profession, and if a licensed firm of accountants certifies to the 
correctness of a fraudulent or misleading balance sheet or in- 
come statement of a corporation, persons who invested in the 
securities on the strength of these statements can sue to re- 
cover losses. A similar responsibility is gradually developing 
in the United States. 

In inspecting reports of industrial corporations, it is al- 
ways well to ascertain if the firm of accountants certifying 
to the financial statements is reliable. Very often this certifica- 
tion reads: “We certify that the accounts are correct in ac- 
cordance with the books.” The phrase, “in accordance with 
the books,” relieves the certified accountant of responsibility 
and should be a warning signal to the cautious investor. The 
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clear and correct statement of the sources and the income and 
expense items and the verification of inventories and of de- 
preciation reserves in relation to physical condition of 
property is essential to proper certification of accounts. 


Income Statement of Industrial Company.—Methods of 
interpreting the financial statements of industrial corporations 
have already been covered in a general way in previous pages. 
Here, merely the special features relating to the accounts of 
industrial concerns need be discussed. As stated on page 266, 
many industrial companies do not publish their gross income, 
or sales, as it is their policy to withhold this information from 
competitors or the public. The following simplified pro forma 
income statement which contains this item is given here 
merely for purposes of illustration. 


Tue A. B. C. CorporaTIon 


IGEOSSES alescOre WEVENUES ree ster sia Marine SAAS in SOI NS eres ee a $1,000,000.00 
Deduct: _ 

WO eA COSTS wie aie os wien ayy 6.2 an sal erem oe pa les $600,000.00 

WE PECGAtlOner are shee ats o ncts ehre size aioe cree 50,000.00 

“IPP EIS ~ | danty Ne usenet OSE aT 50,000.00 

Other Reserves to offset losses ...........<- 50,000.00 750,000.00 
Net Income Available for Bond Interest................-20-- $ 250,000.00 
Operatinomh allow seee sels eine save aimee cle hie sewibersorness 7570 
Deduct: Interest on $2,000,000 of Bonds at 5%.........+-+%: 100,000.00 
INIAE RATE AD OVC MLIICEROST 1c ere tayo. oF) ats eeereiais To oloresai see ot Aeieye wrayobe aie. nie $ 150,000.00 


The statement shows deductions from the sales for operat- 
ing costs, depreciation, taxes, and reserves to offset certain 
contingencies arising directly out of operation. These items 
total $750,000, or 75% of the sales. This 75% is the operat- 
ing ratio for the year. The fluctuations of the ratio from 
year to year is an index of the increasing or decreasing 
efficiency of operations. Depreciation is a matter for the 
officials of the corporation to determine, and the accountants 
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to verify, and it is well to see that it is separated from direct 
operating costs. 

Some corporations try to follow a uniform practice in 
allowing for depreciation, while others do not.? It is also well 
to examine whether maintenance is kept up, inasmuch as a 
poorly maintained and equipped plant eventually results in 
lower efficiency, smaller output, and impaired earnings. What 
is left after deducting the expenses, operating costs, deprecia- 
tion, taxes, and reserves, is the net income which, in our 
example, is equal to $250,000, or 25% of the sales. This 
is ordinarily the amount available for bond interest and is 
the item in the statement in which the bondholder is inter- 
ested most. 

The corporation has an issue of $2,000,000 bonds, the in- 
terest on which is $100,000 annually. The deduction of this 
charge from net income leaves a margin of $150,000. If 
that or a larger margin appears in the income statement for a 
number of years in succession the bondholder may feel rea- 
sonably confident that his interest will be paid to maturity. 
Industrial companies that provide sinking funds in order to 
meet the maturity of their obligations are not required by any 
observance of accounting principles to charge this item against 
net earnings unless such sinking funds represent the using up, 
extinction, or depletion of fixed assets. 

After the bond interest is paid, the company may pay out 
the balance of the earnings in dividends on its preferred and 
common stock. It may pay out the full amount or even more 
to its stockholders, or it may reserve all or part for the ac- 
quisition of additional properties and materials. It is always 
to the advantage of the bondholders for the company to put 
back a large part of the surplus earnings into the property, 
whether such earnings are applied to the increase of the fixed 


* The New York Stock Exchange in recent years has required companies which 
apply for the “‘listing’’ privilege for any of their securities to make a statement of 
their depreciation methods and _ policies, 
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assets or current assets. In either case, the bondholder’s so- 
called “equity” is proportionately increased. 


Consolidated Statements.—The foregoing analysis of an 
industrial income statement applies only to the statements 
issued by industrial organizations of the simplest form. The 
great bulk of the corporations whose securities are sold to 
the public as investments have a complex organization, and 
with few exceptions come within the class known as “holding 
companies.” Most of these companies simplify their financial 
statements by publishing consolidated accounts which combine 
the financial results of both the holding and the subsidiary 
companies.* 

In analyzing a corporation’s financial statement, care 
should be taken to see whether it is a consolidated statement 
or one of a single unified corporation. The holding company 
pure and simple, as already pointed out, does not own physical 
assets directly, but only the stock of its subsidiary companies. 
The United States Steel Corporation, as an exclusively holding 
company, is one of the many concerns which publish a consoli- 
dated statement that combines the figures of the numerous con- 
trolled companies. This is the best method for holding com- 
panies to follow. Some holding companies, however, publish 
statements based on their own books of accounts. The in- 
vestor, however, desires to know what are the real profits 
and losses resulting from operations of controlled companies, 
and these can be concealed or excluded entirely from the state- 
ments of the holding companies. By ownership of the voting 
control of capital stock of the subsidiary companies, the holding 
company can determine the amount of dividends it may re- 
ceive from the subsidiary companies, whether such dividends 
have been actually earned or not. Thus a statement of a hold- 
ing company can be drawn up very much as the directors wish. 

The need for consolidated accounts practically arose with 


4See illustration on page 394. 
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the growth of the large industrial combinations, or so-called 
“trusts.” . There were, of course, prior to that time many 
corporations which had acquired subsidiary companies but 
they operated them as separate corporations. Probably the 
first important statement of consolidated accounts to be pub- 
lished was that of the United States Steel Corporation in 1902. 
On the other hand, the American Tobacco Company, which 
was organized several years before the Steel Corporation, did 
not combine the accounts of subsidiaries. The American To- . 
bacco Company, therefore, could and did for a number of 
years conceal the true earning capacity of its subsidiaries 
from the security holders. 


Nature of Statement.—The accounts of a holding company 
should be prepared and published in such form as will exhibit 
to the security-holders the true financial position of all the 
companies affiliated with the concern. It has long been recog- 
nized by accountants that this can only be accomplished by 
consolidation of accounts, particularly when the affliated com- 
panies are engaged in the same or closely related businesses. 
Accordingly, the Revenue Act of 1918 requires that ‘‘cor- 
porations which are affiliated . . . shall, under regulations 
prescribed by the Internal Revenue Commissioner . . . make 
a consolidated return of net income and invested capital.” ® 

The principal point for consideration to the investor in 
regard to consolidated accounts is: How shall the consolidated 
financial statements be prepared and published. The object 
of such a statement as shown in Figure 11 is to indicate 
the true financial position of a company and its subsidiary 
companies in relation to the outside public. Consequently all 
inter-company holdings of stock and balances of every kind 
should be eliminated in the published statements. 


©The income tax regulations provided that the owning or controlling of 95% 
ot more of the outstanding voting capital stock shall be deemed to constitute an 
affiliation, but that consolidated returns may be required, even though the stock 


ownership is less. The regulations call for a disclosure of affiliations where the 
stock ownership is in excess of 50%. 
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Where a corporation does not own the whole of the capital 
stock of a subsidiary company, and it consolidates the latter’s 
accounts with other subsidiary companies, the proportion of 
the accounts of the particular subsidiary it eliminates is the 
percentage which the par value of the stock not in its possession 
bears to the total capital stock. Only the proportion of the 
earnings of the subsidiary company represented by the stock it 
holds is taken into the income account of the parent company. 
This method, however, is not universally followed. 


Analysis of the Balance Sheet.—In constructing an in- 
dustrial company balance sheet, the items should be so classi- 
fied that security holders are able to know the amount of actual 
tangible property as distinguished from the amount of what 
in accounting is known as “good-will,” but which is com- 
monly called ‘‘water.”” Much has been said and written about 
watered stock, or excessive capitalization, but relatively few 
persons know just what it means. Technically, it represents 
merely the amount of securities issued in excess of the fair 
value of the physical property acquired by means of them. 
A balance sheet which does not show the good-will separately 
is of limited value to investors. 

The fixed and permanent assets of a company, as pointed 
out in Chapter XXII, furnishes the tangible security for 
mortgage bonds. These assets comprise the company’s perma- 
nent investment, with which it does business. In other words, 
it has no intention of parting with these assets either by con- 
verting them into salable products or by disposing of them 
for cash. Their appraised value, therefore, forms in many 
cases a basis of security for long term obligations, just as 
the market or appraised value of real estate underlies the 
security of a real estate mortgage. | 


Working Capital.—Usually in the case of industrial com- 
panies the amount of current assets in relation to current 
liabilities is of more importance than the values of the fixed 
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assets as stated in the accounts. The current asset position or 
the net working capital should, therefore, be analyzed in study- 
ing the security behind bonds and stocks. These assets furnish 
the materials for making profits. Cash is the most important 
item among them because with cash a company can buy goods © 
and materials, pay salaries and wages, extinguish debts and 
other liabilities. Receivables (notes receivable, and accounts 
receivable) are next to cash the most liquid, as they may be 
converted into cash by collecting them from debtors or dis- 
counting them at banks. Inventories represent goods, mate- 
rials, supplies, etc., which are to be worked into finished 
products and disposed of presumably at a profit. 

As already pointed out in Chapter XXIII, if a company 
is short of current assets it may either have to curtail its opera- 
tions or borrow money to obtain needed raw materials, pay 
wages and meet current obligations. Accordingly, in order to 
reveal the investment merits of the bonds of industrial com- 
panies, bond circulars frequently show the amount of net cur- 
rent assets, i.¢., the amount of the working assets left after 
immediate or maturing liabilities are deducted. This figure 
of net working capital, as already stated on page 283, shows 
the immediate financial status of the company. The lack 
of sufficient working assets to meet current liabilities when 
due may cause receivership. Accordingly, in many mortgages 
of industrial companies there is a requirement that the cor- 
poration maintain its net working capital at no less than a 
certain fixed minimum. Thus, if the bond issue is $1,000,000, 
the corporation may be required to maintain net working 
capital at $750,000. In connection with the issue and sale 
of short-term obligations, the ratio of working capital to be 
maintained is usually much larger. In many instances, where 
a minimum net working capital is not specifically required, 
a prohibition is placed against the payment of dividends to 
shareholders, when such payments effect a reduction in net 
working capital below a certain amount. 
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Liabilities —Set off against the fixed assets as shown in 
the general balance sheet are the fixed, or capital, liabilities, 
consisting of capital stock and bonds, the stock representing 
proprietorship and the bonds the capital indebtedness. It is not 
essential for financial soundness that the fixed or capital lia- 
bilities maintain a mathematical ratio to the fixed or capital 
assets, so that the term “net fixed assets’ as used in financial 
analysis has no practical significance. Moreover, the bond- 
holder need have no fear because of any large amount of 
capital stock outstanding unless the company is using up its 
cash by excessive payment of dividends. The attention of 
bondholders should be directed more to the current liabilities, 
such as the bills payable, the accounts payable, the unpaid 
accrued interest, and similar items of current indebtedness. 
Excessive current liabilities, as just pointed out, may bring 
about a default in the payment of bond interest, even though 
the corporation may show an excess of total assets over its 
liabilities to creditors. 


Bondholders’ “Equity.”—The so-called “equity” of bond- 
holders in the assets of a corporation is frequently worked 
out in the following manner: The net working capital, as 
explained above, is obtained by deducting the sum of the cur- 
rent liabilities from the sum of the current assets. To the 
resulting amount is added all the fixed tangible assets including 
the securities held for permanent investment, as stocks and 
bonds of affiliated corporations. The total shows the esti- 
mated amount of property covered by the bonds. It is, how- 
ever, of no practical significance unless the basis of the book 
value of items in the accounts is known, 1.e., whether they are 
carried at the fair market values or not. Not infrequently the 
valuations of fixed assets in the accounts of industrial cor- 
porations have no relation to actual or fair values, but are 
placed at arbitrary amounts to offset the amount of capital 
stock and bonds issued. 
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Analysis of Capitalization—In analyzing the capitaliza- 
tion of an industrial company a distinction must be made at 
the outset between its “capital” and its “capitalization.” 
Capital is the amount of actual money or equivalent value in- 
vested in the property. It comes both from the issue of se- 
curities and from profits. Capitalization, however, represents 
the nominal amount of securities outstanding, both bonds and 
stock. Profits turned back into the property become a part of 
the capital, but are not represented in the capitalization. It 
is clearly evident that capitalization even when originally paid 
in at face value in cash may not represent the actual value 
of the property. 

Since the amount of capitalization may have no important 
bearing on the financial status of a corporation, the investor 
should direct his attention mainly to the capital structure, i.e., 
the style or form of the capitalization. In this connection the 
amount of the fixed interest bonds outstanding in relation to 
both the capital stock and the average net earnings is of prime 
importance. Industrial corporations are, as a class, subject 
to sudden and pronounced changes in business conditions. 
Their profits are likely to fluctuate widely. A bond issue, 
therefore, which may have a high indicated margin of safety 
for interest payments during a period of prosperity may suffer 
default in a period of depression. Large bond issues bearing 
heavy fixed charges relative to net earnings over a long period 
of time have caused the bankruptcy of a number of industrial 
companies which had promising prospects at first. Stock- 
holders can be shut off from dividends without causing in- 
solvency, but bondholders are creditors and demand regularly 
and punctually the income which the corporation has obligated 
itself to pay them. Comparatively steady net earnings from 
year to year offer a sounder basis for safety of income than 


the irregular results arising from alternate feast and famine 
periods in industry. 
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Maturity and Repayment of Industrial Securities.—In- 
dustrial concerns, as a group, have not the permanency and 
stability of railroad and public utility corporations. For this 
reason, their obligations, as a rule, have shorter maturities. 
Moreover it is important in many cases that provision for 
repayment be made in advance of maturity, since refunding 
may prove a difficult if not impossible operation. Many in- 
dustrial bonds have sinking fund provisions, or serial payment 
provisions, whereby the debtor corporation obligates itself to 
take up the loan in whole or in part by gradual instalments. 
Proper sinking fund arrangements is often a serious problem. 
Though, as pointed out on page 390, sinking fund or bond 
purchase outlays are not generally charged against current 
income, such charges, unless fully covered by surplus income, 
tend to reduce a corporation’s cash resources. Cash outlays 
to cover sinking fund payments or to buy in bonds has been 
a potent cause of financial stress in several large industrials, 
since in order to meet these outlays the companies have been 
led to short-term borrowing from commercial banks. Thus, 
the sinking fund and other debt amortization provisions may 
result in merely converting long-term obligations into short- 
term liabilities. A good illustration of this situation is fur- 
nished by the financial experience of Wilson & Company in 
1924. This large packing concern in 1918 and 1921 re- 
spectively, sold $20,000,000 6% and $10,000,000 714% con- 
vertible debenture bonds. In connection with both issues, 
there were heavy amortization charges. The 714% of 1921 
were to be retired through payment of 5% of the principal 
amount in each of the years 1922 to 1926, 10% in each of the 
following two years and 15% annually thereafter. The other 
6% issue, required a retirement appropriation of $1,500,000 
per year from 1921 to 1925 inclusive, and $2,000,000 there- 
after. In addition, the company was required by the terms 
of its 7% cumulative preferred stock issue, to retire 2% 
annually of original issue of $12,000,000. The payments 
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aggregated in 1925 approximately $2,250,000. Had _in- 
creased profits developed after the issue of these obligations, 
the sinking fund provisions might have caused no strain on 
the company’s resources, but because of the depression in 
the packing business in 1922 and 1923, the burden of the 
company’s fixed charges, combined with impaired banking 
credit, became too heavy, with the result that a receivership 
was resorted to as a means of capital readjustment. 

It is quite apparent that provisions relating to sinking 
funds, maturities and other conditions attaching to industrial 
bonds require study from two sides, viz.: (1) that of the 
security of the loan, and (2) that of the welfare and interest 
of the debtor corporations. Long-term securities issued at 
high interest rates, with severe provisions for amortization and 
with other hampering restrictions on the obligor, may, on the 
surface, appear to be favorable investments. But as these 
contractual agreements can be enforced effectively orfly dur- 
ing the solvency of the issuing companies, they may result in 
destroying the very factors of safety that are proposed to be 
set up. The interest of the security holders is bound up with 
the financial welfare and the stability of the creditor corpora- 
tion, and any arrangement made for the benefit of the former, 
which seriously hampers the latter in its operations and fiscal 
relationships, may react unfavorably to both. This applies not 
only to interest rates, maturities and sinking funds, but to 
mortgage restrictions as well.® 


Market.—Industrial securities find a market chiefly among 
individual investors. They are held also by commercial banks 
and other financial institutions but to a much less extent than 
railroad, utilities and other groups.® 


6 The terms under which loans are granted to corporations by investment bankers 
are known as “the set up.” They involve the most painstaking and_ scrutinizing 
considerations of bond experts and corporation lawyers. 

° No adequate statistics of the investments of the various classes of banking in- 
stitutions in industrial bonds are available, as the Comptroller of the Currency 
groups these under the general item “other bonds, stocks, warrants, etc.” 
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Savings banks and trustees in New York, Massachusetts, 
Connecticut and other states are not legally permitted to place 
their funds in industrial obligations, whereas commercial banks 
are in many cases not disposed to hold this class of securities 
as permanent investment or as a “secondary reserve’ in the 
same way that government, railroad and public utility bonds 
are retained for this purpose. Because of the uncertain equity 
back of these new securities, bankers until within recent vears 
were cautious in accepting them as collateral for loans. A rule 
was established for many years among bankers limiting the 
industrial securities to 35% of collateral offered on loans 
secured by New York Stock Exchange listed securities. There 
seems to be a tendency at the present time to break away from 
this regulation, and some New York banks are now willing 
to accept a much larger proportion of industrial securities as 
collateral than formerly. 

Insurance companies have followed much the same policy 
as the banks in taking on industrial securities. The life in- 
surance companies have not more than 4% of their holdings 
in this general group.’ Although fire and casualty companies 
feel free to diversify their holdings to a greater extent than 
the life companies, these also generally report but a small por- 
tion of industrials among their investments. There is an 
evident tendency, however, to look with more favor on sound 
and underlying bonds of well-established business corporations 
with proven earning power. 

Undoubtedly, a principal reason for the improvement in the 
credit position of the industrials, as manifested by the market 
prices of their securities, is that these companies are passing 
out of the stage of infancy. The investor who purchased in- 
dustrial securities a decade ago demanded a high income 
yield as a compensation for uncertainty both of income and of 
principal. The companies issuing those securities were then 


7 Thus the Metropolitan Life Insurance Company at the end of 1924 held less 
than $10,000,000 of miscellaneous industrial corporation bonds of a total of $645,- 
590,000 of investments. 


® 
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of recent organization, their success was uncertain, and they 
were in the experimental stage. Many of these concerns, how- 
ever, with the progress of time, have given evidence of stability 
and progress. This has led to appreciation of their securities 
and a corresponding decline in the income yield on their se- 
curities to investors. Thus, these issues are gradually moving 
from the so-called “speculative” class to the “investment” class. 
In this way they enter into competition with railroad securities, 
causing the latter to decline in value to a basis approaching to 
their own. 
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CHAPTER XXXI 
SECURITIES (On PINANCIAL INSTIDUTIONS 


Shares of Financial Institutions —The stocks of financial 
institutions furnish the best illustration of concerns which 
operate with borrowed capital on a large scale but whose shares 
are investment securities par excellence. The capital stock 
of several of the largest of these concerns are listed on the 
New York Stock Exchange and other important security mar- 
kets. For the most part, however, they are sold ‘over the 
counter,’ by brokerage houses that specialize in this class of 
business. Like railroads and public service companies, banks, 
trust companies and insurance organizations, as a group known 
as fiduciary institutions, are regulated and controlled by public 
authority. Every state of the Union, together with the federal 
government, exercises in some way or other the right of super- 
vision over banking and insurance companies organized under 
their respective jurisdictions. Thus, there is considerable pub- — 
licity of the operations of these institutions, since their ac- 
counts are usually made public by the government authorities. 


Bank Stocks.—Reference has already been made in Chap- 
ter II to the fact that the shares of the early European banks, 
such as the Bank of Amsterdam and the Bank of England, 
became popular sources of investment in their respective 
countries. The growth and multiplicity of incorporated bank- 
ing institutions, until the nineteenth century, was relatively 
slow. The first incorporated bank in the United States was 
the Bank of North America in Philadelphia, chartered by the 
Continental Congress in 1781. As more than one-half oi 
the $400,000 bank’s capital was to be taken by the govern- 
ment, the institution, to all intents and purposes, was to be a 
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national bank, similar to the Bank of England. However, 
there was so much doubt as to the power of the Continental 
Congress to charter a bank, that a year after its incorporation, 
the Bank secured another charter from the State of Pennsyi- 
vania, under which it operated until 1864, when it entered 
the national banking system. Massachusetts, two years after 
the Bank of North America received its state charter, granted 
a charter to the Bank of Massachusetts, and in the same year, 
the Bank of New York began business, but was not formally 
incorporated until 1791, the year in which the first Bank of 
the United States received its federal charter. 

During the first half of the nineteenth century, banks were 
freely chartered by the states. Their numbers multiplied and 
their shares formed the principal source of stock speculation 
in this period. Abuses in administration and in bank note 
issue became so flagrant that both the states and the national 
government gradually developed sound systems of regulation 
and control, which characterizes most of American banking 
of today. It was not until this stage was reached that the 
shares of banking institutions were placed on a solid investment 
plane. 

The attractiveness of bank stocks as investments has been 
growing in recent years. The shares of the large institutions 
which for many years had been held mainly by relatively few 
and wealthy individuals are now becoming widely distributed 
in the same way as the shares of the leading railroad corpora- 
tions. The methods of studying and the means of determining 
the investment merits of bank stocks, however, has, as yet, 
received but slight attention from investment organizations. 


Analyzing Bank Statements.—Banks and trust companies 
do not ordinarily publish income statements, but they are 
generally required to published their individual balance sheets 
four or five times a year, the standardized form of which is 
shown herewith. The actual capital of a bank, as distinct from 
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its borrowed funds, is usually shown in three items —capital, 
surplus and undivided profits. (See Figure 12.) At times 
there may be a transfer from the ‘undivided profits” to the 


The National City Bank of New York 
including 
Domestic and Foreign Offices 
Condensed Statement of Conditions as of December 31, 1924 


ASSETS 

Cash in Vault and in Federal Reserve Bank .................. $100, 968,098.95 
Due from Banks, Bankers and United States Treasury.......... 167,309,928.96 $ 268,278,027.91 
Loans, Discounts and Acceptances of Other Banks.............. 584, 744,667.76 
United States Government Bonds and Certificates.............. $ 76,510, 451.35 
Stateand Municipalc Bonds... cexciec.c.n stewie ge aaa situs voniars 32,318, 284.26 
Stockiin: Hederall Reserve: Bamk<2)..60 5) os:s:a.sfdessos wis cere slevsis ao ters 2,550, 000.00 
Ownership of International Banking Corporation............... 12,500, 000.00 
Other Borndsrand Securities secs v sel Macro nalsehs no tletetelnna 68,577, 887.60 192,456, 623.21 
Banks Bou nigee recap ty aoe aaa oor oases 43 Hacer 13,910, 637.25 
tesa pransitiwith Branches: sk csi. sa ticssineeo eters eae 20, 092,678.47 
Customers’ Liability Account of Acceptances................... 61, 162,679.58 
OT RERTASSOLS Sete ate eet acr ya cisner, sat Gate fomer es acid on kite svaxe beaeaeNe 1,684, 357.34 

AMG el Ui ere oe. Sa bee nc er Rta an rade RT ED 7 $1, 142,329, 671.52 

LIABILITIES 

CaDpitaleer eseom re ci aa a aes calvne ane Fee als ana athens Me eek $ 40,000,000.00 
Urs aarti rete tiar Sricieis oan, cletosst Dl epatnla. + tna gi ae Tenayern ots 45, 000,000.00 
Undivided Prontsiy, ss teers wari (letter wer cuscn ine oe.o dpetd oe aoucel else 10,297,556.73 $  95,297,556.73 
TDaetis J aaccay Seno eee nah ee ene eee 913, 082, 261.64 
Liability as Acceptor, Endorser or Maker on Acceptances and For- 

BATA ESLLLS ME ere ae tea OEE Ee Nae A acta yastczmpeto bao Mers ae 117,917, 056.00 
COS IP Bh, | oo ag Phe Ace AOR oh bet DEER Hy BOO ERE Ee eam nee 956,195.00 
Bonds eS Grr OWed seseet iice s cicis eateglanie niistedeemteie on sinana ae eelcars 775,000.00 
Reserves for: 

Accrued Interest, Discount and other Unearned Income..... $ 2,822,127.36 
Taxes and Accrued Expenses, et cetera.............0-00005 4,290,424.19 
Dividend Payable Janw24 102i acct ch dre neyerons maces vero syecine 1, 600,000.00 
Contingencies myname arte tarn wen te dies nes A Sao 5, 589,050.60 14,301.602.15 


ORO TVA rere eter tete tenet siete eae ara vin tals ales vioea Cones $1, 142,329, 671.52 


Above includes The National City Bank of New York (France) 8. A. 


Figure 12. National Bank Statement 


“surplus” account, but this is merely a bookkeeping trans- 
action, as both items are really surplus. The earnings of 
a bank may be discovered by a comparison of the latest ‘“‘sur- 
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plus” and “undivided profits’ items with similar items of an 
earlier date (unless there has been a change of capital or pay- 
ment of dividends to shareholders in the period). Earnings 
thus shown are net earnings. They are not subject to deduc- 


Tue Corn EXcHANGE BANK 
NEW YORK 


November 15, 1924 
‘The Bank Owes toxDepositorssee eee ere ae $237 , 215,220.29 


A conservative banker always has this indebtedness in mind, and he 
arranges his assets so as to be able to meet any request for payment. 


For This Purpose We Have: 


0 Fire O21) serene arene te PS Ae Sayles AS cl OE $ 37,198,099.73 
(Gold, Bank Notes and Specie) and with legal depositories returnable 
on demand. 

ZieCheckstontOthersBanksa eerie ere ee ete 13,425,516.24 
Payable in one day. 

(sie Ss Governments SeCuRibiesae erent et eiea racine 65,393 ,921.71 

{4] Loans to Individuals and Corporations........... 21,253,689 .07 


Payable when we ask for them, secured by collateral of greater value 
than the loans. 


254 Ian SXon 06 (een oe Re eee, AR Fk 8 Ne Aict eNS 42,301,027 .89 
Of railroads and other corporations, of first quality and easily salable. 

[6]. Loans 3.2.8 Ce erie 65,531, 761.95 
Payable in less than three months, on the average, largely secured by 
collateral. 

UA) lexovavolscenavel WKOr ROR. Yon o omen no ebeasoneeusd 9,553,613 .97 

[Site Bankine: Housess.ta... sce emia rae ele 6,013,826.77 
All located in New York City. 

[9] Pe Others Realkhsta tenes secs eerie eee Ste laos 

Motaléto Meet Indebtedness pee een ean $260,708 , 593.06 

[10] This Leaves a Capital and Surplus of............ $ 23,493,372.77 


Which becomes the property of the stockholders after the debts to the 
depositors are paid, and is a guarantee fund upon which we solicit new 
deposits and retain those which have been lodged with us for many years. 


Figure 13. Analysis of a Bank’s Liquid Position 


tions for depletion or depreciation, as with many other lines 
of business. The undivided profits are set up only after pro- 
viding for all accrued debits, such as taxes, interest and 
reserves against foreseeable contingencies. 

A convenient method for analyzing a bank statement has 
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been adopted by the Corn Exchange Bank of New York. This 
statement, as shown herewith, has in view the counterposing 
of the bank’s assets or resources against its liabilities. (See 
Figure 13.) It will be noted that the assets are arranged in 
the order of their ready convertibility into cash, the long-term 
investment securities and the bank’s real estate coming last. 
In this way, the “liquid” position (1.e., its ability to meet 
“runs” of its depositors) can be judged. With the possible 
exception of cash and checks held for collecting and the 
bank’s real estate used for its business, all the assets are 
“earning assets’ since they are interest-bearing or profit- 
making investments. 

Unlike most industrial concerns, the bulk of a commercial 
bank’s assets. are or should be in cash or claims readily 
liquidated for cash. ‘The liquidation value, or “book value,” 
as it is frequently termed, of bank shares, accordingly can be 
readily computed. ‘Book value’ is an indication of the amount 
of assets which would be received by the owner of each share 
of stock if there were to be a liquidation of the bank exactly 
in accordance with its balance sheet. Inasmuch as the assets 
and liabilities must be equal, the paying out of assets to meet 
all liability items except the technical liabilities of capital, sur- 
plus and undivided profits, would leave an amount of assets 
exactly equal to capital, surplus and undivided profits. In 
practice, therefore, “book value” is found by adding together 
these three items—the capital, surplus and undivided profits, 
and then dividing the sum by the number of shares. 


Relationship of Capital and Surplus Items.—Although 
the stockholder’s equity in the assets of a bank is represented 
by the amount of the capital and surplus items, these items 
combined form a reserve or trust fund for the protection of a 
bank’s creditors. In other words, a bank solicits and procures 
deposits (i.e., credit) on the basis of its capital and surplus. 
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The larger ratio of these items combined to the deposits and 
other liabilities outstanding against the bank, the greater the 
security afforded creditors. It is mainly for this reason that 
banks are generally required not only to keep their capital un- 
impaired, but also to provide or accumulate a surplus above 
the amount of the capital. By having capital unimpaired 
means that the total assets of the bank should be in excess of 
all liabilities except the capital. Thus, if a bank has assets of 
$1,000,000 and liabilities aggregating $1,010,000, including its 
capital of $100,000, the impairment of capital would amount to 
$10,000, or 10%, as shown in the following tabulation: 


AGsetstre a tedon hrc tyechtom scteinen $1,000,000 Liabilities, except that owing to 
shareholderse ire nace eer $ 910,000 
Deficit inscapitaleo: as. aes 10,000 Capital Stock paid in......... 100,000 
$1,010,000 $1,010,000 


In order to avoid a contingency of impairment of capital, 
it is essential that a bank in common with other financial insti- 
tutions maintain a surplus of considerable size in relation to its 
capital. Provision for the surplus is frequently made when 
the bank is organized. This is known as “paid in surplus,” 
to distinguish it from surplus arising from the profit accumula- 
tions. Surplus paid in and accumulated as a permanent re- 
serve liability is likewise distinguished from the ‘undivided 
profits” item, representing amounts available for distribution 
as cash dividends to stockholders. 


Double Liability of Bank Shares.—Shareholders of na- 
tional banks and of the banks organized under the laws of 
New York, Massachusetts and several other states, in the event 
of insolvency of the bank whose shares they own, are liable to 
its creditors to the face amount (7.¢., par value) of their shares. 
This places such bank shareholders partially in the legal re- 
lationship of partners in the enterprise. The so-called “double 
liability” attached to bank shares may sometimes deter in- 
vestors from purchasing these securities. It undoubtedly 


Ch. 31] SECURITIES OF FINANCIAL INSTITUTIONS 409 


operates with some force in the case of new or small institu- 
tions which are without substantial ‘“‘paid in” or accumulated 
surplus items. With respect to shares of institutions selling 
at a high premium above the par value, the double liability is 
a negligible factor. Thus, a stock of a nominal par value of 
$100 which sells at $600 per share, renders the holder in the 
event of the bank’s failure, to an additional liability of but 
$100, or but 16 2/3% of the market price. A stock of similar 
par value, when it sells at $150, however, makes the contingent 
liability 66 2/3% of the purchase price. In view of this con- 
dition, together with other factors, such as expectation of stock 
as well as cash dividends, the most desirable bank shares for 
investment are those selling much in excess of the par value. 


Sources of Bank Profits—To comprehend fully the invest- 
ment background of bank stocks, one should know something 
of the source of bank profits. A bank was defined three 
centuries ago by Daniel Defoe as “only a great stock of 
money.” This definition is essentially applicable to the modern 
bank. Unlike many other business concerns, banks of deposit, 
or commercial banks, rely for their profits mainly on the 
employment of borrowed money. In other words, the largest 
part of the “stock of money” held or used by a bank is not 
contributed by its shareholders, but placed at the bank’s dis- 
posal by depositors. It is through the use of the depositors’ 
funds in granting interest bearing loans or in purchasing or 
discounting interest-bearing obligations that banks obtain their 
largest profit with which their stockholders are paid dividends. 
Hence, the relative earning capacity of a bank, other things 
being equal, is determined by: (1) the amount of deposits 
held in relation to the bank’s capital stock and surplus, and (2) 
the employment of these funds in making loans and investments. 

To illustrate the foregoing: A bank has a capital repre- 
sented by cash subscriptions of shareholders of $1,000,000. 
If all this capital were used in granting loans to customers, 
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the maximum return could hardly be more than 6% annually, 
or $60,000. But with $1,000,000 capital, the bank may re- 
ceive deposits of $5,000,000. Of the latter amount, it may be 
assumed that all but 20% could be loaned out at 67% annually. 
Thus, $4,000,000 of deposits and $1,000,000 of capital, a total 
of $5,000,000 is available for “earnings assets,” which at an 
assumed rate of 6% per annum, would bring in a return of 
$300,000, equivalent to 30% on the bank’s capital. Banks, of 
course, have operating costs, taxes, losses and other expenses 
which are paid from their gross earnings obtained from lend- 
ing money, making investments, and performing other banking 
functions, so that the net profits on the total capital funds 
employed in the business are generally but a fraction of the 
rate indicated above. 


Finance Company Shares.—A new class of investment 
stocks similar to bank shares, which have lately sprung into 
popularity, are the shares of concerns variously termed finance, 
discount or credit companies. Something of the functions of 
these concerns has already received notice in the chapter on 
commercial credits. Although dating back hardly more than 
two decades, there were in the United States at the end of 
1924, exclusive of mortgage companies, considerably more 
than 200 finance and credit companies, with an aggregate cap- 
italization of from $150,000,000 to $300,000,000. Each con- 
cern, as a rule, limits its operations to a special field. As 
pointed out by the Federal Reserve Board: 


Their business may include one or more of the following: 
(1) Discounting or buying commercial receivables—i.e., accounts, 
notes, or acceptances; (2) advancing funds to dealers with which 
to purchase automobiles (wholesale sale of automobiles); (3) 
advancing funds to enable dealers to sell automobiles on the in- 
stalment plan (retail sale of automobiles); (4) advancing funds 
to enable dealers to sell furniture, agricultural implements, books, 
musical instruments, refrigerators, restaurant fixtures, household 


utensils, electrical appliances, machinery, etc. on the instalment 
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plan; (5) advancing funds against merchandise. Specializatiot 
p tion 
is noticeable, especially in connection with discounting receivables 
and financing automobiles. Scarcely any companies undertake 
all the above classes. The larger firms in the field usually limit 
themselves to discounting receivables and financing automobiles. 
These, at present, handle the largest amount of the total volume 
of business done. 


The business of these concerns is growing rapidly. In the 
eastern states their annual business is estimated at be- 
tween one-half and three-quarters of a billion dollars. The 
capitalization of the individual companies varies from a few 
thousand to several million dollars. The average size of those 
that specialize in discounting commercial accounts receivable 
is larger than those financing automobiles. The latter can 
start out successfully with small capitalization under an ex- 
clusive contract with some large automobile manufacturer 
or dealer, on the basis of which they can obtain loans or sell 
additional shares. On the other hand sellers of accounts re- 
ceivable prefer to deal with established and large concerns 
instead of with a small or new company.’ 

Finance and credit companies, with a few notable excep- 
tions, have been formed by groups of individuals obtaining 
a charter from one of the states of the Union; usually from 
one where the state laws are favorable to such companies, and 
where the taxes are not exorbitant. In New York a number 
have incorporated under the banking laws of that state and are 
subject to regular examination by the state’s banking depart- 
ment. The authorized capitalization is usually, though not 
always, composed of a certain amount of preferred and com- 
mon stock. The preferred stock is very similar to the pre- 
ferred stocks of modern industrial corporations, with the same 
preferences and limitations. The par value of the respective 


1 Several large automobile concerns have directly organized their own finance 
companies. Among these is the General Motors Acceptance Corporation, the shares 
of which are owned by the General Motors Corporation. 
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stocks is made to serve best the needs of the organizers, and 
common shares without par value have been issued. 


Sources of Finance and Credit Company Profits——As 
finance and credit companies do not receive deposits, their 
earnings would be relatively small, were it not possible for 
them continuously to borrow by pledging their assets as col- 
lateral.. Nearly all discount companies supplement their capital 
by this sort of borrowing. Commercial banks are the principal 
source for their borrowed funds. Some of the larger com- 
panies, however, have established their credit in the open mar- 
ket and borrow through sale of their paper to investors and 
institutions. 

The most common form of obligation used in borrowing, 
both with banks and in the open market, is the collateral trust 
note. The collateral behind these notes consists of receivables 
deposited with a trustee, generally a trust company. The usual 
required margin of the value of the collateral above the face 
value of the notes, is 20%, but some companies keep far in 
excess of this amount. The maturity of the notes, in order 
to be made acceptable for purchase by commercial banks, is 
limited to not over six months but they can be readily renewed 
without disturbing the collateral. The notes are issued in 
series, with denominations of $100 and multiples thereof. The 
rate of interest or the discount rate on these notes varies from 
4% to 8%4%, according to credit conditions at the time they 
are issued and marketed.” 

It should be borne in mind that with ready facilities for 
borrowing at low interest rates, finance and credit companies 
can show as large earnings on their capital in the same manner 
as banks and insurance companies. Thus, a company with out- 
standing capital stock of $100,000 that has a business of 
$500,000 annually on which a net profit of 8% is earned, can, 
by borrowing $400,000 at 6%, show a return on its shares 


2See Federal Reserve Bulletin, January 1923. 
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of 16% annually. If one-half, or $50,000, of its capital con- 
sists of 7% preferred stock, the earnings available for the 
common shares would be equivalent to 25%. The common 
shares of several of the larger and successful finance and 
credit companies accordingly have already rewarded their 
holders with substantial cash and stock dividend disburse- 
ments. Much of this has been due to a system of using bor- 
rowed capital at lower rates of interest than they charge in 
making advances to their own customers. A small margin 
of difference in these rates may afford large surplus earnings 
computed on the basis of the capital furnished by shareholders. 
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CHAPTERS xecrr 


INSURANCE COMPANIES AS INVESTMENTS 


Insurance Stocks.—Insurance stocks as investments are 
very similar to bank stocks. They are dealt in by the same 
brokerage and investment houses and are, on the whole, pur- 
chased by the same class of investors. As already stated, in- 
surance companies, like banking institutions, are subjected to 
public regulation and supervision in the states in which they 
operate. Unlike banks, however, they are not ordinarily re- 
stricted in their business to a single locality or the state under 
which they are chartered. The basic feature of the insurance 
business, vig.—the distribution of risks—requires in most 
cases that their operations cover a broad area. Largely for 
this reason companies organized under laws of one state 
are permitted to do business in other states, provided always, 
however, that they comply with the legal requirements of 
the latter. 


History of Insurance Companies.—Property insurance is 
among the oldest forms of business enterprise in the world. 
It is said to have existed as a business in India many years be- 
fore the Christian era, and the Sanskrit language contains the 
equivalent of the modern word insurance. The oldest fire in- 
surance known to history is that which existed in the com- 
munes of Assyria and the Far East more than 2500 years 
ago. The records indicate that judges, priests and magistrates 
were appointed for each town or district with power to lay 
contributions against some calamities. This practice was fol- 
lowed by the medieval guilds and existed to some extent until 
after the time of the London Fire (1666). Such insurance, 
however, whereby contributions to pay losses were levied after 
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the occurrence of the calamity has been superseded by modern 
insurance companies which require advance payments from the 
insured with which to meet contingent losses. This change in 
method combined with the application of the theory of wide 
risk distribution has made the insurance business a conimercial 
success. 

At the time of the London Fire in 1666 there were no 
private fire insurance companies in England. There is evi- 
dence, however, that the business did exist on the European 
Continent, since Sir William Petty, an early English economist, 
mentioned its existence in 1662. In Beckmann’s History of 
Inventions a full account is given of an insurance scheme 
submitted to Count Anthon Gunther of Oldenberg, Germany, 
in the year 1609. The scheme proposed that the count in 
return for the advance payment of a premium by property 
holders should insure the latter against fire losses. The count, 
however, was superstitious and feared that he would incur 
divine disfavor by such provisions against fate, and therefore 
recommended that a private company be formed for the 
purpose. 

Although there is no record of private fire insurance in 
England until after the Great Fire, marine insurance was 
quite well known and widely practiced. When the British 
Parliament in 1601 provided for stable marine insurance en- 
terprises, the preamble to the act stated that, “time out of 
minde it had been used by merchantes both of this realme and 
of foreign nations.” The first fire “insurance office’ in Lon- 
don was that of Dr. Nicholas Barbon who was one of the 
sons of “Praise-God Barebone” of the Cromwellian Parlia- 
ment. Barbon, who was both a physician and economist, 
was also one of the largest London builders after the Great 
Fire. In 1667 he “set up an office” for insuring buildings in 
London. It was at first his personal business, but in 1680 a 
company was formed to take over the enterprise, and assumed 
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the name of “The Fire Office.” Other companies were soon 
after organized, several of which, such as the Sun Fire Office 
and the London Assurance are still in existence. Thus be- 
gun the first modern insurance company in Europe. The 
business has since spread throughout the world. There is 
not a civilized country where fire insurance on a commercial 
basis does not prevail. 

As with banking, insurance enterprises developed rapidly 
in the United States after the Revolutionary War. The first 
company to be incorporated as a business enterprise was the 
Insurance Company of North America, chartered by the State 
of Pennsylvania in 1792. It was followed two years later by 
the organization of the Insurance Company of the State of 
Pennsylvania. Both these companies, like the Bank of North 
America, have been in continuous operation since organiza- 
tion. Companies were later chartered in Massachusetts, 
Connecticut, New York and other states. Life insurance 
companies, conducted for purposes of profit did not become 
common in the United States until about the middle of the last 
century. This business originally was considered as a func- 
tion of trust. companies, and among the earliest concerns 
undertaking the line was the Pennsylvania Company for 
Insuring Lives and Administering Trusts, chartered in 1812. 
The New York Life Insurance and Trust Company, incor- 
porated in 1830 also originally conducted an insurance 
business. 

The life insurance business has in later years tended 
toward the mutual form of organization, many stock com- 
panies having been converted into mutual companies, in which 
the policyholders control the operations and obtain the profits, 
if any. Casualty, fidelity and other classes of personal and 
property insurance have been developments of the last half- 
century, and like the fire insurance business, these enterprises 
are conducted by corporations for purposes of profit. 


Ch. 32] INSURANCE COMPANIES AS INVESTMENTS 417 


The Safety of Insurance Company Stocks.—Insurance has 
become one of the safest of modern business enterprises. Its 
safety as a whole is based on the following conditions: 


_ 


. Ascertainment through experience of the probable losses 
of the business by means of averages. 

. The distribution of risks. 

. Government regulation and supervision of activities. 

. The ease of converting assets into cash. 


Kw bd 


Each of these will be considered in turn. 


Tue Law or AveracEes.—In no other business is the 
extent of risk so easily ascertained as in fire and life insurance. 
The fire insurance business particularly through centuries of 
experience has become so well standardized that risks can be | 
closely estimated. Hence, the business can be readily based 
on the “law of averages” which may be more properly termed 
the “law of experience.” In making all fire insurance rates 
some phase of the “law of average’”’ is applied. 

In case of groups of properties, where but few differences 
exist in the class, such as residences, schools, etc., the rate for 
the class is applied, and allowance made for the type of con- 
struction, and the presence or absence of efficient fire protec- 
tion. On the other hand, in the case of “special hazards’’ as 
mills, elevators, warehouses, etc., special schedules are prepared. 
These, generally speaking, describe a building which is 
“standard” as regards construction, arrangements of proc- 
esses, and fire extinguishing facilities. For such a standard 
risk a basis rate is then adopted, which, in the judgment of 
experts, measures the various factors pertaining to the hazard ° 
defects in construction, arrangement, and fire-protection facili- 
ties, as compared with the defined standard building. On the 
other hand, certain deductions are made for unusually good 
features as compared with the standard. Deductions or charges 
are made also for the presence or absence of co-insurance, 
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faulty management, exposure hazards, and other features, 
and in nearly all cases the penalties in the form of additions 
for defects are made so heavy as to furnish a strong induce- 
ment for the installation of improved methods of construction 
and operation. In most instances, expert rating service is 
given by men acting for a group or association of companies. 


Tue DistripuTIoN oF Risks.—The distribution of risks 
is the fundamental principle of insurance. It is accomplished 
by (1) spreading the risks underwritten by a single company 
over large territory, and (2) by reinsurance. Thus, no one 
fire insurance company assumes the entire risk of losses on a 
large building. In any one section of a town or city, the risk 
of an individual compaxy is similarly limited so that the loss 
from a large conflagration is generally distributed among hun- 
dreds of insurance companies, both domestic and foreign. The 
financial loss is, therefore, spread throughout the whole world. 

Reinsurance also plays an important part. The purpose of 
reinsurance is to diversify the liability in insurance risks and 
thereby eliminate heavy losses on any one building or in any 
single locality. By thus carefully restricting their “lines’’ and 
having all surplus lines (7.e., excess of risks in one locality) 
reinsured, the liabilities of individual companies are so well 
distributed that even unusually large conflagrations like those 
in Baltimore and San Francisco will result in but few failures 
to meet insurance obligations. 


Strict GOVERNMENT REGULATION.—AII the states of the 
Union guard carefully the solvency of insurance companies 
doing business in their respective jurisdictions. Companies 
are required to conform to statutory regulations and rulings 
aimed to protect both the insurer and the insured. The rates 
and charges, and even the investments are prescribed by law, 
and the records and activities of the companies are subject to 


inspection and supervision as closely as in the case of banks 
or any other public enterprise. 
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CasH EQUIVALENT oF AsseTts.—The assets of insurance 
companies consist almost exclusively of readily marketable 
securities on which definite cash value can be placed at any 
time. This is necessary in order to enable insurance com- 
panies to meet losses as they occur. Insurance companies, 
therefore, have ordinarily little “dead” or “unrealizable” as- 
sets as is the case in most other kinds of business. There is 
no problem of computing depreciation or guessing at market 
value of assets, as the assets are required to be listed at mar- 
ket values on the books of the companies. The stockholder 
accordingly can readily estimate the equity or cash value of 
his insurance stock. Even in a liquidation he can count on 
the approximate cash value, since a life, fire or casualty insur- 
ance company can easily rid itself of its underwriting obliga- 
tions by disposing of its assumed risks to other companies and 
by selling its “admitted assets” (i.e. its securities) in the open 
market.’ 


How Insurance Companies Make Profits.——The profits 
of marine, fire, casualty and fidelity insurance companies come 
from two distinct classes of operations, viz.: (1) underwrit- 
ing on “trading” profits, and (2) investments. 


UNDERWRITING Prorits.—This net income derived by in- 
surance companies in underwriting risks is, with few excep- 
tions, not the most profitable end of the business. In return — 
for an agreement to indemnify an insurer for loss or damage 
during a given period the insurance company receives a cash 
payment known as a premium. The amount of this premium 
is fixed in each case at a figure that will compensate the in- 
suring company for the risk it assumes and pay its cost of 
operations (including commissions, brokerage fees, taxes) and 
permit a small item of profit. Since in no other business is 
the extent of risk so accurately ascertained as in life and prop- 


1 Assets not readily liquidated, such as furniture, equipment and the like are 
not included in the ‘‘admitted assets.” 
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erty insurance, the rates tend to be adjusted to the sum of the 
normal losses incurred combined with operating expense of 
companies. Roughly speaking, losses of a fire insurance com- 
pany on a business which is of reasonably stable volume 
should average over a period of years between 55% and 60% 
and expenses between 40% and 50%. There is accordingly, 
at best but a very small profit on the direct insurance opera- 
tions, yet in many cases, fire insurance companies, because of 
their investments, can pay handsome dividends to shareholders 
in times when actual loss is incurred in the insurance end of 
the business. 


INVESTMENT OF PremMIuM Funps.—The main source of 
profits of insurance companies is the investment of premium 
receipts. In this respect it resembles a bank in which the 
profits on its own capital amount to very little, whereas the 
income from the use of depositors’ funds in proportion to its 
capital is generally large. As has been pointed out, the capital 
of banks and insurance companies represent reserve funds, 
whereas the “earning assets’ are the funds entrusted to them 
(1.e., deposits in the case of banks, and “premiums” in the 
case of insurance companies). Thus, an insurance company 
with a capital of $100,000 can readily have at one time ad- 
vance premium payments of $1,000,000 or more in its pos- 
session. If the company is enabled to earn by profitable in- 
vestment but 1% on this sum in a year, it will have annual net 
earnings from this source alone of $10,000, or 10% on its 
capital. As already stated, the current loss hazards and the 


operating expenses are usually paid from the premiums 
received. 


Analysis of Insurance Company Statement.—lInsurance 
companies, like banks, generally publish only their balance 
sheets at stated intervals, usually once a year. A typical state- 
ment of a fire insurance company is given in Figure 14. The 
items are not all considered below, since only few of the items 
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in the statement that are peculiar to the insurance business re- 
quire explanation here. The reader has already been made 
acquainted with the general nature of the other items in the 
chapter dealing with corporation financial statements. Two 
items among the liabilities in an insurance company’s balance 
sheet, however, are not generally understood. These are the 
“reserve for unearned premiums” or “premium reserve” as 
it is sometimes designated, and the “loss reserve.” In addi- 
tion, the “capital” and “surplus” items should command the 
special attention of investors in insurance companies shares. 


THE CONTINENTAL INSURANCE COMPANY 


ANNUAL STATEMENT 
Seventy-First Annual Statement—January 1st, 1924 


ASSETS LIABILITIES 

Bonds and Stocks (Actual Mar- Unearned premiums........... $21,011, 451.35 
ket Value Dec. 31st, 1923)... $43, 119,854.00 Losses in process of adjustment.. 2,401,808.49 
Realhistatese tar cence war 1,637, 167.35 All other Glam cca es ecne cece 704,978.40 

Loans on bond and mortgage... 1, 149,689.73 Reserve for contingencies and div- 
Premiums in course of collection 3,154,603.25 NGONGS! ate ener ee 1, 600,000.00 

Interest, dividends and rents ac- Capital...... $10, 000,000.00 

CHCA oeeiw ren ace Ra eee 442,072.42 Net Surplus.. 16,270,389 72 
Cash on deposit and in office... 2,485,241.21 Policyholders’ Surplus,....... $26, 270,389.72 
Total Assets............. $51,988, 627.96 $51, 988 , 627.96 


Figure 14. Insurance Company Statement 


The Premium Reserve.—The premium reserve constitutes 
the unearned portion of a fire insurance company’s business 
and is regarded as a fund held in trust for a.company’s policy- 
holders. The nature and purpose of the reserve in fire insur- 
ance becomes apparent if we take into account the manner in 
which a company earns its premium. Thus, let us suppose 
that a company issues an annual policy for a premium of 
$120. This premium is payable in advance, and since the 
policy has a year to run, it is clear that the company has not 
yet earned this sum, but will become entitled to it progress- 
ively as the policy reaches its maturity. At the end of the 
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first month one-twelfth of the term has elapsed, and the com- 
pany can rightfully consider that part of the premium, or $10 
as earned. Eleven-twelfths of the premium, however, or $110 
must be considered unearned, since the company has not yet 
furnished protection for the eleven months remaining in the 
term. At the end of six months, one-half of the premium, or 
$60, is earned, and the other half unearned. It is not until the 
end of the twelfth month that the company has furnished the 
full year’s insurance and is, therefore, entitled to the full 
premium. The premium reserve is, therefore, known as the 
amount of ‘‘unearned premiums.” It is sometimes also called 
the “reinsurance reserve” for the reason that by turning over 
all or part of the reserve to another company the insurance 
company can thus reinsure its complete liability to policy- 
holders and go out of business if it desires. 

The premium paid to fire insurance companies, similar to 
life insurance premiums, comprises payments for two pur- 
poses, vig.: (1) to cover the liability of the company to the 
insured against fire loss, and (2) to cover the operating ex- 
penses of the insurance company. An increment is also added 
to furnish the company an “underwriting profit.” If a com- 
pany cancels an insurance policy, it returns to the policyholder 
an amount equal to the proportion represented by the time that 
the policy was in force to the total time the policy was to run. 
Thus, if the policy is to run for one year and it is cancelled 
one month after it is in force, eleven-twelfths of the premium 
is returned to the policyholder. On the other hand, should a 
policyholder cancel his policy after one month (or at any time 
before it elapses) he does not receive back an amount pro- 
portionate with the unexpired period of the policy, but a 
smaller percentage. The reduction in this case is to offset the 
commissions and expenses paid in acquiring the business to- 
gether with a reasonable allowance for the operating expenses 
and the profit on underwriting. Asa large part of the cancella- 
tions of insurance companies comes from policyholders, the 
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premium reserves of the insurance companies are accordingly 
usually in excess of actual requirements. This excess is the 
property of the stockholders and eventually finds its way into 
the company’s surplus. Moreover, as the premium of insurance 
companies is generally invested in income bearing securities as 
soon as received, the investment income also belongs to the 
stockholders and goes into surplus to be paid out in dividends 
or retained as the company’s management desires. 

The premium reserve, therefore, is a double benefit to 
stockholders though maintained primarily for the protection 
of policyholders. It protects them against losses from policy 
cancellations and from risks underwritten; in addition it fur- 
nishes them possible profits arising from the investment of the 
unearned premium reserve. Such profits are regarded as the 
property of the company’s stockholders, and are not applied as 
a reduction of rates charged policyholders for insurance. 

Usually when a new company enters business, the amount 
that it is required to set aside in the reserve fund, when added 
to the loss and expense disbursements that it undergoes while 
waiting to earn the premiums exceeds the sum of the pre- 
miums written. This would create an impairment of capital 
did not the stockholders pay in enough surplus to tide it over 
until such time as a sufficient earned surplus can be created. 
Accordingly, insurance companies, like banks, generally begin 
business with a “paid-in surplus” in addition to the money 
represented by its capital stock. 


The Loss Reserve.—Whenever a loss covered by one of 
its policies is reported, the insurance company if conducted 
properly immediately sets up in a reserve the full amount of 
such reported loss. The sum of such losses in any year is 
reported under “losses incurred.” As the reported losses, 
however, are usually in excess of the actual amounts: thereof 
required to be paid by fire and casualty insurance companies 
and as it normally requires several months before adjustments 
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with the insured are finally completed, the loss reserve car- 
ried is also usually in excess of the amount actually required 
by the company. This excess in the case of a fire insurance 
company, as shown on page 421, is estimated to be about I 5% 
of the amount set up for the purpose. 

The separation of a part of the company’s surplus as a 
loss reserve does not require that the company segregate the 
amount thereof and maintain it in cash. The loss reserve, 
like the premium reserve, is invested in securities on which 
the company can earn an income as long as the reserve is 
maintained. 


Capital Stock—As in most corporations having shares 
of a nominal or par value, the capital of a fire insurance com- 
pany is the aggregate face value of shares of stock issued by 
such companies. In most states, the full amount of an insur- 
ance company’s capital must be originally paid in entirely in 
cash and, accordingly, the stock must have a par value. The 
par value of the capital, however, in most insurance companies 
is merely nominal and does not represent the entire cash cap- 
ital contribution made by stockholders. As stated above, it is 
the usual practice for fire insurance companies to begin busi- 
ness with a “paid-in surplus” representing cash contributed 
over and above that represented by the face value of the com. 
pany’s shares. Moreover, unlike bank stocks, insurance com- 
pany stocks are not subject to double liability. When once 
the stock has been fully paid in, the stockholders are not sub- 


ject to any further assessment to meet the company’s obliga- 
tions or the impairment of its capital. 


Surplus.——The surplus in the financial statement of an 
insurance company is the reservoir into which profits and in- 
come flow and from which losses and dividends are paid. Like 
the premium and the loss reserves, together with the capital 
of the company, the surplus is ordinarily invested in income 
bearing securities. The aim of insurance companies is to keep 
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this reservoir at as high a mark as is consistent with sound 
insurance and business practice, and in view of the fact that 
the surplus does not differ from capital in creating earning 
power and affording financial protection to policyholders, the 
capital and surplus of insurance companies are frequently 
combined into one item which is technically known as the 
“Surplus to Policyholders.” In reinsurance companies the 
item is usually designated as “Surplus to Treatyholders.” 2 

The combined capital and surplus of insurance companies 
determines to a great extent their credit standing and regulates 
the amount of business that the company can undertake. In- 
asmuch as an insurance company is not permitted to do busi- 
ness if its capital should become impaired (i.e., should its sur- 
plus disappear and the liabilities of the company, including the 
capital stock, exceed the assets), a large surplus is as essential 
as ammunition and guns to a battleship. It is a prime purpose 
of well-managed standard insurance companies to constantly 
maintain a surplus which shall not fall below a certain propor- 
tion of the capital stock. 

Inasmuch as fire and casualty insurance companies are re- 
quired to set up in a reserve fund the full amount of premiums 
received, without making deductions for such expenses as 
agents’ commissions and other costs that they pay out imme- 
diately upon taking up new risks, a substantial or unusual in- 
crease in the premium reserve frequently effects a correspond- 
ing reduction in the surplus. Thus, the annual statements 
published by the fire insurance companies of their business 
during the year 1923 showed in nearly every case a fairly sub- 
stantial decrease in surplus, but a marked increase in premium 
reserve. Without a knowledge of the principles of insurance 
stock values an investor might suppose that this was not a 
good showing and that the reduction of the surplus account 
impairs the intrinsic value of the stock. The contrary, how- 


2 Reinsurance companies do not do business directly with the public, but through 


* contracts or treaties with other “direct writing’ insurance companies, 


426 CORPORATION SECURITIES [Pt. IV 


ever, is true and such a showing is indicative only of a con- 
siderable increase in business to be reflected later in larger 
earnings and a greater surplus in the future. For this reason 
fluctuations in an insurance company’s surplus item should 
always be studied with respect to changes in the amount of 
the premium reserve. 


Computing Insurance Stock Values.—In determining the 
value of any insurance company stock, such considerations as 
the past record of growth, the record of dividend disburse- 
ments and the present resources of the company are important 
factors. The book value of an insurance stock is an entirely 
inadequate measure of value. The reason for this is the fact 
that, as pointed out above, the stockholders of nearly every 
insurance company have an equity of considerable amount in 
the company’s reserve accounts. The accounting and the 
financial statement of a life insurance company are so com- 
plex that it is impossible to arrive at even an approximate 
estimate of this equity. To determine this hidden value in 
the case of a fire company, however, a general rule which is 
fairly accurate is customarily used. 

The book value of the capital stock of a fire insurance 
company, as of any other corporation, is of course, the sum 
total of its capital and net surplus accounts. The addition to 
that amount of that part of the premium reserve account 
which is equal to the company’s ratio of expenses would bring 
the shares actually to the point of liquidating value. That 
amount is added, to arrive at the liquidating value, because 
the ratio of expenses has not only been incurred, but has been 
paid out of the company’s funds, and in addition, the full 
amount of unearned premiums with no allowance for those 
expenses already paid has been put into the book liability 
called premium reserve. The application of this rule indicates 
an equity for fire insurance company stockholders in premium 
reserves which averages about 33 1/3%. Thus, if the pre- 
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mium reserve is $1,000,000, the stockholders’ equity is com- 
puted at $333,333, which sum should be added to the equity 
of each share of stock represented in the capital and surplus. 

Over and above liquidating value, there is a still further 
real, but intangible and indeterminable value which is repre- 
sented by “good-will.” In the case of a direct writing com- 
pany, this consists largely of the loyalty of its agency staff 
and the reliance placed upon the company and its agents by 
the policyholders. The “good-will” of a reinsurance company 
is represented by the confidence which the direct writing com- 
panies have in the ability of the reinsurer to protect them 
against a share of the policies they have issued, judged in each 
individual case by the term of years which a contract has been 
in force and reflecting the mutual satisfaction and confidence 
in each other’s ability to correctly carry out contracts. It is 
extremely difficult to set any value on a direct writing com- 
pany’s agency plan or on any insurance company’s contract 
relations without an exhaustive study of the company’s con- 
nections, which of course, are never open to public review. 
That they are of very great value, however, would not for a 
moment be denied by anyone acquainted with the insurance 
business. 
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APPENDIX A 
SOURCES OF BOND INVESTMENT INFORMATION! 


The references and sources of information relating to investment are 
of four general classes, viz.: 


1. Primary documents, such as laws and ordinances, original incor- 
poration papers, annual reports, stock exchange listing statements, 
mortgages, and other publications issued directly by goverments, 
municipalities, and corporations. 


2. Statistical and financial manuals, including the periodical reports 
and publications of government statistical organizations, public 
service commissions, and other government regulating bodies. 


3. Textbooks and treatises. 
4. Financial and trade periodicals. 


Primary or Original Sources.—These consist of the various incorpora- 
tion and other legal papers or legal documents of governments, and business 
corporations on file with public authorities, viz.: the Secretary of State, 
public utility commissions, or the Interstate Commerce Commission; the 
actual mortgages as filed in the public records; reorganization papers; the 
annual reports of corporations to their stockholders; and the statements 
furnished to stock exchanges when application is made to list securities 
thereon, together with such other documents and reports as are prepared 
directly by or under the auspices of the corporations or their officials. 

Much of this material is not available to the average student, and except 
in special cases requiring detailed investigation it may not be found essen- 
tial. From a practical standpoint it is hardly necessary to have even a partial 
file of such documents, for the secondary sources mentioned below furnish in 
more convenient form all that is usually required to obtain essential 
investment information. 

Statistical and Financial Manuals.—These consist of the standard 
publications issued by private publishing concerns, and the periodical official 
publications of the Interstate Commerce Commission and other public 
authorities. Among the leading private publications are the following: 

1. The Statesman’s Year Book. This is a statistical and historical an- 
nual of the states of the world and is issued yearly by Macmillan and 
Company, London. It is a standard reference book. 


1 Originally issued in Elements of Bond Investment. 
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2. The State and City Section of the Commercial and Financial Chron- 
icle. Issued once a year but in two parts; the first part covering New 
England, the Middle and Central states appears in June, and the second 
part covering the remaining states appears in December. They contain 
financial and statistical data relating to the states and cities of the United 
States. 

3. Kimber’s Record of Government Debts (formerly the Fitch Record of 
Government Finances). Issued annually. It contains a description of 
national government loans. 

4. The Corporation Manual (formerly Poor’s Manual). This has been 
the standard reference book for over half a century. It is issued annually 
and contains in addition to financial and operating statistics of individual 
railroads and other corporations, descriptions of all security issues. It is 
an indispensable work to the student, statistician, bond salesman, and 
investor. 

5. Moody's Analyses of Investments. The first issue of this publication 
concerning railroads was in 1909. It has been put out annually since then 
and now comprises separate volumes: (1) Government and Municipalities, 
(2) Railroads, (3) Public Utilities, and (4) Industrials. The plan followed 
is somewhat different from that of Poor's Manual, but the purpose of 
the two publications is essentially identical. The introductory section of 
Moody’s Analyses contains a short essay on the study of investments which 
will be found very helpful to students and others intending to use the 
work. In addition the volume contains a “key to bond and stock ratings” 
similar to the credit rating method of the mercantile agencies, such as 
Bradstreet’s and Dun’s. 

6. Railroad and Industrial Supplement of the Commercial and Financial 
Chronicle. Issued twice a year on the last Saturday of May and November. 

The Public Utility Section of the Commercial and Financial Chronicle. 
Issued twice a year on the last Saturday of April and October. 

These are of considerable value to the student, as they contain in con- 
densed form information regarding the dates of bond issues, amounts 
authorized and outstanding, interest periods, due dates, brief history and 
descriptions of the properties, etc. The publications are regularly furnished 
to subscribers of the Commercial and Financial Chronicle. 

7. Fitch Bond Book. Issued annually by Fitch Publishing Company, 
New York. It contains data in condensed form of practically all important 
corporation bond issues. 

8. White and Kemble’s Atlas and Digest of Railroad Mortgages. This 
is an elaborate compilation, and is rather too expensive for most students. 
The leading investment and banking houses, however, generally maintain 
complete sets. The maps are issued and replaced from time to time in 
order to adapt them to changes and additions of the mortgages, liens, and 
other financial development of the individual railroad systems. 
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9. Standard Statistics Card Service. Contains on cards much of the 
information found in the manuals and bond books. 

10. Among government statistical publications helpful to investors are 
those issued by the following bodies: 

(a) Bureau of the Census, Department of Commerce. Two volumes 
which are issued annually and can be readily obtained directly from the 
Census Bureau or from the Superintendent of Public Documents are: 

Financial Statistics of States. 

Financial Statistics of Cities having a population of over 30,000. 

(b) Interstate Commerce Commission. Annual reports on the statistics 
of railroads in the United States. The statistics comprise mainly the 
mileage, trafne data, and financial statements relating to individual railroad 
corporations. They are accordingly different in many cases from the 
returns contained in the annual reports to stockholders. All the railroad 
companies are required to submit annual reports on prescribed forms to 
the Interstate Commerce Commission. 

(c) Bureau of Foreign and Domestic Commerce, Washington, D. C. 
Publishes special reports on financial and trade conditions, at home and 
abroad. Also a weekly called “Commerce Reports.” 

(d) Public Service Commission of New York (First District and Second 
District). Contains statistics relating to railroads and public utilities 
operating in New York State, similar to data published by the Interstate 
Commerce Commission. 

(e) U. S. Treasury Department. Publishes reports of condition of the 
national finances, the Federal reserve banks and the Federal farm loan 
banks. 

(4) The Federal Trade Commission. Publishes special reports on 
various industries. 

Textbooks and Treatises.—There are innumerable textbooks on all 
phases of financial and investment problems, many of which have very little 
direct interest to the student. The works which are most useful to bond 
students and investors are listed in the bibliographies following each chapter. 

Periodicals.—Of these, the most valuable to students of bond invest- 
ment are: 

1. The Commercial and Financial Chronicle. Issued weekly. Contains 
news items and digests of reports of the railroad companies. A monthly 
supplement, the Railroad Earnings Section, furnishes statements of monthly 
earnings and operating expenses as reported by the companies to the 
Interstate Commerce Commission. 

2. The Daily Bond Buyer, New York. Issued daily, with weekly and 
annual supplements. Publishes data regarding municipal bonds in the 
United States. It is very useful because of its complete record of municipal 
bond sales. 

3. The Financial World, New York. Issued weekly. 

4. The Magazine of Wall Street, New York. Issued twice a month. 
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. The United States Investor, Boston. Issued weekly. 
. The Railway Age, New York. Issued weekly 
. The Electric Railway Journal, New York. Issued weekly. 

The Electrical World, New York. Issued weekly. 
Public Utility Reports, Rochester, N. Y. Issued fortnightly. Contains 
decisions of the public utility commissions and of state and federal courts. 

10. The leading daily papers of the large cities have financial sections 

which contain data and information on investment topics. 
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LISTING REQUIREMENTS OF THE 
NEW YORK STOCK EXCHANGE 


Page 1 


COMMIELIER: ON? STOCK LIST 
New York Stock EXCHANGE 


July 1, 1924 
The Committee will meet Mondays at 3:15 p.m. 


An application, conforming to these requrements, signed by an executive 
officer of the applying corporation, voting trustees, or depositary com- 
mittees, and nine printed or typewritten copies must be filed with the 
Secretary of the Exchange at least five days prior to date set for 
consideration. 


Applications must be accompanied by the required papers and agreements, 
and by a check for one hundred dollars for each $1,000,000 or portion 
thereof, of each class of security (including stock of the par value of 
$100 per share) or where stock of a par value of less than $100 per share 
check for one hundred dollars for each 10,000 shares or portion thereof 
or where stock without nominal or par value check for one hundred dollars 
for each 10,000 shares or portion thereof; checks to be drawn to the order 
of “Treasurer, New York Stock Exchange.” In addition, companies making 
application are required to pay cost of printing. Printers’ bills will be 
submitted directly to the applicant. 


An application for listing Governmental, State, County or Municipal 
securities must be signed by a properly accredited official or by financial 
representatives, and be accompanied by required check as above and 
required papers. 


Specimen applications furnished on request. 


THE EMPLOYEES OF THE COMMITTEE ON STOCK LIST ARE INSTRUCTED TO 
ASSIST IN THE PREPARATION OF APPLICATIONS TO LIST WHENEVER SO RE- 
QUESTED. No CHARGE WILL BE MADE FOR SUCH SERVICE. 
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REQUIREMENTS FOR ORIGINAL LISTING STOCK 


For form of certificates eligible to be listed under this classification, and 
list of papers to be furnished, see pages 4, 5, 6, 7 and 8. 


Every application for an original listing of capital stock shall recite: 


A Where incorporated. 

B (1) Amount applied for (whether temporary or permanent certifi- 
cates) ; (2) authorized issue. 

C (1) Date of charter; (2) duration. 

D (1) Business; (2) special rights or privileges under charter or 
by-laws. 

E (1) Whether capital stock is full paid; (2) non-assessable; and 
(3) whether liability attaches to shareholders. 

F (1) Issues (by classes), dividend rate and par value; (2) total 
amount of each, authorized and issued; (3) increases and authority therefor, 
including (a) action by stockholders, (b) by directors and (c) by public 
authorities, etc.; (4) amount unissued, (@) options or contracts on same, 
(b) specific reservation for conversion. 

G If preferred stock; (1) whether cumulative or non-cumulative; (2) 
preferences, including (a) voting power; (b) dividends; (c) distribution 
of assets on dissolution or merger; (d) redemption; (e) convertibility ; 
(f) special provisions. 

H Voting power of obligations of debt. 

I (1) Purpose of issue; (2) application of proceeds; (3) amount issued 
for securities, contracts, property; description and disposition; (4) addi- 
tional property to be acquired, with particulars, as required by paragraph N. 

J (1) History of corporation; (2) of predecessor companies or firms, 
with location and stock issues (by classes); (b) conditions leading to 
new organization. 

K_ Tabulated list of constituent, subsidiary, owned or controlled com- 
panies showing (a) date of organization; (b) where incorporated; (c) 
duration of charter; (d) business and (e) capital stock issues (by 
classes), par value, amount authorized, issued, owned by parent company. 

L (1) Mortgage, and (2) other indebtedness showing, (a) date, (b) 
maturity, (c) interest rate, (d) convertibility, (e¢) redemption by sinking 
fund or otherwise, (f) amount authorized, and (g) amount issued; (3) 
similar information regarding mortgage and other indebtedness of con- 
stituent, subsidiary, owned, or controlled companies. 
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M Other liabilities, joint and several, (1) guaranties, (2) leases, (3) 
traffic agreements, (4) trackage agreements, (5) rentals, (6) car trusts, 
etc., (7) terms of each, and provision for payment; (8) similar description 
of other agreements or easements; (9) similar information as to constitu- 
ent, subsidiary, owned or controlled companies. 

N (1) Description, location, nature and acreage of property, (a) 
owned in fee; (b) controlled; (c) leased; (2) railroads, mileage completed, 
operated and contemplated; (3) equipment; (4) character of buildings and 
construction; (5) tabulated list of franchises showing (a) where granted, 
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(b) date, (c) duration, (d) purpose; (6) timber, fuel or mining lands, 
water rights; (7) similar information as to constituent, subsidiary, owned 
or controlled companies. 

O Policy as to depreciation. 

P (1) Character and amount of annual output for preceding five years; 
(2) estimated output (character and amount) for current year; (3) num- 
ber of employees. 

Q (1) Dividends paid or declared; (2) by predecessor, and constitu- 
ent, subsidiary, owned or controlled companies. 

R Financial statements; (1) earnings for preceding five years, if 
available with interest charges, depreciation and federal taxes; (2) income 
and surplus account of recent date for at least two years, if available; 
(3) balance sheets of same dates; (4) balance sheet giving effect to 
recent financing, if any; (5) similar accountings for predecessor, constit- 
uent, subsidiary, owned or controlled companies; (6) corporations con- 
solidated within one year previous to date of application, income and 
surplus account and balance sheet of all companies merged and balance 
sheet of applying corporation; (7) if in hands of receiver within one year 
previous to date of application, (a) income account and balance sheet 
of receiver at time of discharge, and (b) balance sheet at close of 
receivership. 

S Agreements contained on pages 5 and 6. 

T Fiscal year. 

U_ Place and date of annual meeting. 

V Location of principal and other offices. 

W Names of (1) directors, classified, with addresses; (2) officers; 
(3) transfer agents, with addresses; (4) registrars, with addresses. 


In addition to the above, applications from corporations which own or 
operate mines must recite: 


A Patented and unpatented claims, by numbers. 

B (1) Geological description of country; (2) location and description 
of mineral and other lands; (3) ore bodies; (4) average value of ore; (5) 
character and analysis; and (6) methods of treatment. 

C History of workings, (1) results obtained; (2) production each year. 

D (1) Ore reserves compared with previous years showing separately 
as to character and metal content; (2) estimate of engineer as to probable 
life of mines; (3) probabilities by further exploration. 

E (1) Provisions for smelting and concentration; (2) proximity of 
property to railway or other common carrier. 

F Properties in process of development; income account if available ; 
guarantees for working capital and for completion of development in event 
income account not available. 

G Total expenditures for preceding five years for acquisition of new 
property, development, proportion charged to operations each year. 

H (1) Policy as to depletion; (2) acquisition of new property; (3) 
new construction and development. 

I Production by tons, number of tons of ore treated, average assay 
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yield, percentage of extraction, recovery per ton of ore, for preceding 
five years, if available. 


In addition to the above, applications from corporations which own 
or operate oil and gas wells must recite: 


A (1) Brief history of oil field; (2) geological description of country; 
(3) character and gravity of oil. 

B (1) Total area of oil land (developed and undeveloped), (a) 
owned, (b) leased, (c) controlled, (d) proven, (¢) under exploitation, 
(f) royalties. 

C (1) Number of wells (oil or gas) on each property, (a@) in opera- 
tion, (b) drilling, (c) contemplated, (2) average depth of wells drilled, 
(a) shallowest, (b) deepest, (c) probable life; (3) whether oil sands 
are dipping. 

D (1) Gross daily production—initial and present; (2) annual gross 
production from each property for preceding five years, if available; 
(3) estimated gross production for current year. 

E (1) Storage, capacity and location; (2) (a) amount of oil stored, 
(b) character, (c) value, (3) pipe line, (a) gauge, (b) capacity, (c) 
mileage. 

F (1) Refineries, (a) capacity, (b) acreage, (c) employees, (d) 
products and by-products. 

G Properties in process of development; income account if available; 
guaranties for working capital and completion of development in event 
income account not available. 
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H Total expenditures for preceding five years for acquisition of 
new property, well drilling and development, proportion charged to 
operations each year. 

I (1) Policy as to depletion; (2) acquisition; and (3) development 
of new properties. 

(Note: For requirements as to voting trust or stock trust certificates, 
or certificates of deposit, see page 4.) 


BONDS 


For form of securities eligible to be listed under this classification, and 
for list of papers to be furnished, see pages 4, 5, 6, 7, and 8. 


An application for an original listing of bonds shall recite all informa- 
tion required for listing stock, and 

A (1) Full title; (2) amount applied for (whether temporary or 
permanent), denominations and numbers; (3) amount authorized and out- 
standing, authority therefor, including (a) action by stockholders, (b) 
directors, and (c) public authorities, etc.; (4) whether bonds are coupon 
(registerable as to principal) or registered, interchangeable or exchange- 
able; (5) exchangeability or convertibility into other securities, and terms. 

B Names and addresses of trustees. 

C (1) Date of issue and maturity; (2) interest rate; (3) places at, 
and dates for payment of interest and principal; (4) where registerable or 
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transferable; (5) kind and standard of money, and options; (6) tax ex- 
emption; (7) whether redeemable or purchasable in whole or part by 
sinking fund or otherwise, showing (a) dates, (b) price, (c) duration and 
place of published notice; (8) specified reservation of stock for conversion. 

D Provisions for declaration of principal due and payable in event 
of default of payment of interest, or other defaults, and waiver; percentage 
of outstanding bonds controlling trustee. 

E Purpose of issue and application of proceeds, similar to that called 
for by Paragraph J of the Requirements for Listing Stock; provisions 
as to additional issue. 

F Disposition of bonds refunded, redeemed or purchased for sinking 
fund, and mortgage securing same. 

G Mortgage or indenture provisions for (1) serial issues; (2) values 
in United States gold coin; (3) issuance in foreign languages and (4) 
that the English version governs; (5) terms of exchangeability of bonds 
payable in foreign places for bonds payable in United States or vice versa. 

H (1) Security—Mortgage, indenture of trust, or other agreement; 
and (2) liens; (a) properties covered, (b) mileage of railway lines, (c) 
buildings, (d) equipment, (e) securities, (f) rights, (g) privileges, (h) 
titles, (7) franchises, (7) leases, etc.; (3) other liens covering same or any 
part of same properties, (4) guaranty and terms. 

I Any unusual provisions or covenants contained in mortgage, or deed 
of trust. 


REQUIREMENTS FOR LISTING OF ADDITIONAL AMOUNTS 


For list of papers to be furnished, see pages 4 and 5. 


Refer to previous to applications and last application by number and 
date, and recite: 

A Where incorporated. 

B (1) Amount applied for; (2) amounts authorized and outstanding ; 
(3) authority for issue, including (a) action by stockholders, (b) by 
directors, and (c) by public authorities, etc., (4) total amount applied for. 

C (1) Purposes of issue; (2) application of proceeds; (3) amount, 
description and disposition of securities exchanged for new issues; (4) 
additional property acquired or to be acquired, with particulars as re- 
quired by paragraph N of the Requirements for Listing Stock. 

D (1) Dividends paid and declared; also by constituent, subsidiary, 
owned or controlled companies; since previous application. 

E Changes, if any, in (1) charter, (2) by-laws, or (3) capitalization 
since previous application. 

F Changes in property, if any, since previous application. 

G (1) Character and amount of output since previous application 
or earnings as in application for original listing; (2) estimated output 
(character and amount) for current year; (3) number of employees. 

H Income account, surplus account and balance sheet of recent date, 
also for constituent, subsidiary, owned or controlled companies, or a con- 
solidated income account, consolidated surplus account and a consolidated 
balance sheet. 

I Policy as to depreciation and depletion. 
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J Fiscal year, place and date of annual meeting, location of offices, and 
names of officials as covered by Paragraphs T, U, V, and W on page 2. 

(Note: “When a corporation purposes to increase tts authorized capital 
stock, thirty days’ notice of such proposed increase must be officially given 
to the Exchange before such increase may be admitted to dealings.”) 

(Note: “When the capital stock of a corporation is increased through 
conversion of convertible bonds already listed, the issuing corporation shall 
give immediate notice to the Exchange and the Committee on Stock List 
may, thereupon, authorize the registration of such shares and add them 
to the list.) 
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REQUIREMENTS FOR LISTING OF CERTIFICATES OF 
DEPOSEE VOGING RUST ORsSDOGKaTRUS 
CERDMIRICATDS she 


For form of certificates eligible to be listed under this classification, and 
for list of papers to be furnished, see pages 4, 5, 6, 7 and 8. 


Every application for the listing of certificates of deposit, voting trust or 
stock trust certificates, etc., shall recite: 

A (1) Name of applicant; (2) amount applied for (whether tempo- 
rary or permanent certificates) ; (3) depositary; (4) security deposited, and 
whether listed; (5) registrar. 

B (1) Date of agreement; (2) names of committee, or voting trustees ; 
(3) terms of trust; (4) powers and duties of committee, trustees, or 
depositary. 

C Reasons for deposit. 

D (1) Duration of trust or, deposit; (2) extensions or limitations; 
(3) final date of deposits; (4) provision for deposits without penalty for 
approximately thirty days after listing, or if no time limit for deposit 
of securities without penalty is fixed, an agreement that approximately 
thirty days’ notice of such limitation of time shall be published and given 
to the Stock Exchange; (5) date of presentation of plan; (6) provisions 
for dissent and withdrawal; (7) percentage necessary to adoption; (8) 
pro rata charges; (9) provisions for return of securities (or equivalent) ; 
(10) provision for payment of interest, dividends, etc. 

E Applications to list Voting Trust or Stock Trust Certificates to 
recite financial statements of company as in paragraph R on page 2. 

F Agreement to deliver definite securities at termination of Voting 
Trust or Voting Trust to be extended. 

G Agreement to have definitive securities listed, 

H Agreement by Voting Trustees to have company publish its financial 
statements. 

I Agreements contained on pages 5 and 6. 

(Note: Applications to list voting trust or stock trust certificates and 
certificates of deposit for securities not a delivery on the Stock Exchange, 
must, in addition, comply with the Requirements.) 


Applications for each class of deposited securities shall be separate and 
certificates issued of distinctive colors. 


STOCK EXCHANGE LISTING REQUIREMENTS 439 


PAPERS TO BE FILED WITH APPLICATIONS 


In addition to application for listing, the following papers must be filed: 


For Stocks: 

1 Three copies of charter, with amendments to date, one copy attested 
by proper public authority. 

2 Three copies of by-laws, with amendments to date, one copy attested 
by an executive officer of corporation. 

3 Three copies of leases, franchises, easements and special agreements, 
one copy of each attested by an executive officer of corporation. 

4 One copy of resolutions of stockholders and directors and copy of 
proper public authority authorizing issue, each attested by an executive 
officer of corporation. 

5 One copy of resolutions of stockholders or directors, and copy of 
proper public authority, authorizing issue of stock on conversion of other 
securities, attested by an executive officer of corporation. 

6 One copy of resolutions of stockholders or directors directing specific 
reservation of authorized stock for conversion, attested by an executive 
officer of corporation. 

7 One copy of resolutions of stockholders, board of directors, or execu- 
tive committee attested by an executive officer of corporation, authorizing, 
by name, official to appear for listing securities (form may be had on 
application). 

8 Opinion of counsel (not an officer or director of the corporation) as 
to legality of (a) organization, (b) authorization, (c) issue, and (d) 
validity of securities. The Committee will not accept the opinion of an 
officer or director of an applying corporation nor of a firm in which the 
officer or director is a@ member, as counsel on any legal question affecting 
the corporation; nor will it accept the opinion of an officer or director of 
a@ guarantor corporation nor of a firm in which the officer or director is a 
member, on any legal question affecting the issuance of guaranteed securitics. 

9g Six copies of detailed distribution of securities, one certified (form 
may be had on application). 

10 One copy of resolution appointing transfer agent and registrar, 
attested by an executive officer of corporation. 

11 Certificate of registrar of amount of securities registered at date of 
application. 

12 Report of qualified engineer covering actual physical condition of 
property at recent date. 

13 Map of property and contemplated extensions. 

14 Specimens of all securities to be listed. 
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15 Questionnaire (form may be had on application). 

16 Certified copy of income account, surplus account and balance sheet 
contained in application. 

17 Agreements. 
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For Bonds: 

18 All papers required for listing stocks and also ten copies of the mort- 
gage or indenture, one copy (a) certified to by trustee, (b) with copies 
of all certificates of proper recording. 

19 Trustees’ certificate required on page 6. 

20 One copy of resolutions of stockholders or directors, and copy of 
proper public authority, authorizing issue of stock on conversion of bonds, 
attested by an executive officer of corporation. 

21 One copy of resolution of stockholders or directors directing specific 
reservation of authorized stock for conversion, attested by an executive 
officer of corporation. 

22 Certificate of disposition of securities redeemed or refunded. 

23 Certificate as to collateral deposited. 

24 Certified copy of release or satisfaction of underlying mortgages. 


For securities of Reorganized Corporations: 

1 All papers required for listing stocks and bonds. Opinion of counsel 
shall state that proceedings have been in conformity with legal requirements, 
that title to property is vested in new corporation and is free and clear 
from all liens and incumbrances, except as distinctly specified; and alsd 
as to equities of securitics of predecessor corporation. 

2 Certified order of court confirming sale on foreclosure or other au- 
thority for reorganization. 

3 Certified copy of plan of reorganization. 

4 Certified income and surplus account and balance sheet at close of 
receivership, if available. 

5 Certified balance sheet at date of reorganization. 


For additional amounts: 

1 Nos. 4, 5, 6, 7, 8, 9, I1, 15, 16, 17 of papers required for original 
listings. 

2 Nos. 1, 2, 3, 10, 12, 14 of said papers for stock, if any changes have 
occurred therein since previous application. 

3 NOS.91,0 2353) 12,504 ye 1S. lO 17,10 20 eo, 222s ergo tmcaidananens 
for bonds, if any changes have occurred therein since previous application. 

4 Certified copy of proper public authority for increase. 


For Certificates of Deposit, Voting Trust, etc.: 

1 Papers required for listing stocks and bonds. 

2 Certified copies of any legal proceedings and court orders. 

3 Three copies of deposit or trust agreement, one certified to by proper 
authority. 

4 Three copies of circulars, issued by trustees or committee, one certi- 
fied to by proper authority. 

5 Certificates of amounts deposited. 


AGREEMENTS 


To be made part of applications where applicable : 

1 Not to dispose of an integral asset or its stock interest in any constitu- 
ent, subsidiary, owned or controlled company, or allow any of said constit- 
uent, subsidiary, owned or controlled companies to dispose of an integral 
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asset or stock interest in other companies, unless for retirement and can- 
ceilation, without notice to the Stock Exchange. 

2 To publish once in each year and submit to the stockholders, at least 
fifteen days in advance of the annual meeting of the corporation, a state- 
ment of its financial condition, a consolidated income account covering the 
previous fiscal year and a consolidated balance sheet showing assets and 
liabilities at the end of the year; or an income account and balance sheet 
of the parent company and of all constituent, subsidiary, owned or controlled 
companies. ! 

3 To maintain, in accordance with the rules of the Stock Exchange, 
a transfer office or agency in the Borough of Manhattan, City of New York, 
where all listed securities shall be directly transferable, and the principal 
of all listed securities with interest or dividends thereon shall be payable; 
also a registry office in the Borough of Manhattan, City of New York, 
other than its transfer office or agency in said city, where all listed securities 
shall be registered. 

4 To notify the Steck Exchange thirty days in advance of the effective 
date of any change in the authorized amounts of listed securities. 

5 Not to make any change in listed securities, of a transfer agency 
or of a registrar of its stock, or of a trustee of its bonds or other securi- 
ties, without the approval of the Committee on Stock List, and not to 
select as a trustee an officer or director of the company. 

6 To notify the Stock Exchange in the event of the issuance or creation 
in any form or manner of any rights to subscribe to or to be allotted, its se- 
curities, or of any other rights or benefits pertaining to ownership in its se- 
curities, so as to afford the holders of its securities a proper period within 
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which to record their interests, and that all rights to subscribe or to receive 
allotments and all other such rights and benefits shall be transferable; and 
shall be transferable, payable and deliverable in the Borough of Manhattan, 
City of New York. : 

7 To notify the Stock Exchange of the. issuance of additional amounts 
of listed securities, and make immediate application for the listing thereof. 

8 To publish promptly to holders of bonds and stocks any action in 
respect to interest on bonds, dividends on shares, or allotment of rights 
for subscription to securities, notices thereof to be sent to the Stock 
Exchange, and to give to the Stock Exchange at least ten days’ notice 
in advance of the closing of the transfer books or extensions, or the taking 
of a record of holders for any purpose. 

9 To redeem Preferred Stock in accordance with the requirements. 

10 To notify the Stock Exchange if deposited collateral is changed or 
removed. 

11 To have on hand at all times a sufficient supply of certificates to 
meet the demands for transfer. 

The Committee recommends a date be fixed as record for dividends, 
allotment of rights and _ stockholders’ meetings, without closing the 
transfer books. 

Notice of rights, allotments, subscription privileges, to bondholders 
and shareholders, should be as of a date after authorization. 
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TRUSTEES OF MORTGAGES 


The Committee recommends that a trust company or other financial 
corporation be appointed trustee of mortgages, indentures, and deeds of 
trust; and when a State law requires the appointment of an individual as 
trustee, a trust company or other financial corporation be appointed as 
co-trustee. 

Each mortgage, indenture, or deed of trust should be represented by a 
separate trustee. 

The Committee will not accept as trustee: 

(a) An officer or director of the issuing corporation ; 

(b) A corporation in which an officer of the issuing corporation is 
an executive officer. 

The trustee shall present a certificate accepting the trust and certifying 
(1) securities are issued under the terms of the mortgage or indenture, 
giving the numbers, denominations and amount certified; (2) collateral 
deposited; (3) disposition of prior obligations. For additional issues of 
bonds, the trustee must certify that (1) increase is in conformity with 
terms of mortgage or indenture; (2) additional collateral deposited; and 
(4) disposition of prior obligations. 

The company and trustee shall notify the Stock Exchange of the 
holding, cancellation, or retirement of securities, by redemption, through 
the operation of sinking fund or otherwise. 

The trustee must notify the Stock Exchange if deposited collateral is 
changed or removed, and furnish a list of collateral substituted. 


A change of trustee shall not be made without the approval of the 
Committee. 


TRANSFER AND REGISTRY 


Every corporation whose securities are listed upon the Stock Exchange 
must, in accordance with the rules of the Exchange, maintain (a) a trans- 
fer office and (b) a registry office, both in the Borough of Manhattan, City 
of New York. The transfer agency and registrar shall not be identical, 
and both must be acceptable to the Committee. A company cannot act as 
registrar of its own stock. 

Where a stock is transferred at the company’s office, the transfer agent 
or transfer clerk shall be appointed by specific authority of the board of 
directors to countersign certificates, in said capacity, and shall be other 
than an officer who is authorized to sign certificates of stock. 

The entire amount of the capital stock of a corporation listed upon the 
Stock Exchange must be directly transferable at the transfer office of 
the corporation in the Borough of Manhattan, City of New York. When 
a corporation makes transfer of its shares in other cities, certificates shall 
be interchangeably transferable, and identical in color and form, except as 
to names of transfer agent and registrar; and the combined amounts of 
Pee Saad in all cities shall not exceed the amount authorized to 

e listed. 


Interchangeable certificates must bear a legend reciting the right of 
transfer in New York and other cities. 


The registrar must file with the Secretary of the Stock Exchange an 
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agreement to comply with the requirements in regard to registration and 
not to register any listed stock, or any increase thereof, wntil authorized 
by the Committee. 

Certifications of transfer and registry must be dated and signed by an 
authorized officer of the transfer agent and registrar, respectively. 

A change in the form of a security, of a transfer agency, or of a 
registrar, shall not be made without the approval of the Committee. 


FORMS OF CERTIFICATES, ENGRAVING, ETC. 


General Requirements 


(See Specific Requirements below.) 


All securities for which listing upon the Exchange is requested, except 
as otherwise herein stated must be engraved and printed in a manner satis- 
factory to the Committee from at least two steel plates by an engraving 
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company whose work the Committee is authorized by the Governing Com- 
mittee to pass upon; the name of the engraving company must appear 
upon the face of all securities and also upon the face of coupons and the 
title panel of each bond. Securities must bear a vignette upon their face. 

Said plates shall be: (1) A border and tint plate from which should be 
made a printing in color underlying important portions of the face printing ; 
(2) A face plate containing the vignettes and descriptive or promissory 
portion of the document, which should be printed in black or in black 
mixed with a color. The combined effect of the impression from these 
plates must be as effectual security as possible against counterfeiting. 

The printing of securities must be in distinctive colors, to make classes 
and denominations readily distinguishable. 

All certificates, except as otherwise stated herein, must provide for 
transfer and for registration with dates. When a corporation makes trans- 
fers of its shares in other cities, certificates shall be identical in color and 
form, except as to names of transfer agent and registrar; certificates 
interchangeably transferable must bear a legend reciting the right of 
transfer in New York and other cities. 

The Committee recommends that the text of securities shall provide 
for transfer in person or by duly authorized attorney upon surrender of the 
security properly endorsed. 

A change in the form of a security, transfer agency, registrar, or trustee 
of bonds, shall not be made without the approval of the Committee. 

The Committee will object to any security upon which an impress is 
made by a hand stamp, except for a date or power of substitwtion, 


Bonds 


(In addition to the General Requirements above outlined, the following 
apply specifically to bonds.) 


All bonds must be fully engraved and printed in a manner satisfactory 
to the Committee; face of bonds and coupons must bear a vignette. 

The text of bonds should recite conditions of issuance, tax exemption, 
terms of redemption (by sinking fund or otherwise), convertibility, default, 
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interchangeability or exchangeability of coupon and registered bonds, and 
conversion into other securities. 

Bonds, in the text and on the reverse, must recite payment of principal 
and interest in the Borough of Manhattan, City of New York, and provide 
for transfer and registration. Coupons must recite payment of interest in 
the Borough of Manhattan, City of New York and tax exemption. 

Registered bonds must carry a power of assignment in such form as 
the Committee may approve. 

The Committee recommends that registered bonds be made interchange- 
able with coupon bonds. 

Registered bonds interchangeable with coupon bonds shall bear a legend 
reciting numbers and denominations of coupon bonds, against which they 
are issued. 

If coupon bonds of any denomintion are interchangeable with coupon 
bonds of other denominations they shall contain such recital in the text 
and bear an appropriate legend on the reverse. 

Registered bonds made such by detaching coupon sheets are not 
eligible for listing. 


Forms of Legends for Bonds: 


For coupon bonds of one denomination interchangeable with coupon bonds 
of other denominations : 

“As provided in the Indenture, coupon bonds of the denomina- 
tions of $1,000, $500 or $100, at any time outstanding, when sur- 
rendered with all unmatured coupons attached and upon the payment 
of charges, may be exchanged for an equal aggregate principal 
amount of coupon bonds of any other denomination of the same 
issue, of numbers not contemporaneously outstanding, with all 
unmatured coupons attached.” 


For a coupon bond of a thousand dollars exchangeable for coupon bonds of 
smaller denominations : 


“The holder of this bond may, at his option, on surrender and 
cancellation and on payment of charges, as provided in the indenture, 
receive in exchange coupon bonds of this issue for an amount 
aggregating $1,000 in denominations of $ 
of numbers not contemporaneously outstanding.” 


For coupon bonds of smaller denominations exchangeable for a $500 
or a $1,000 coupon bond: 


“The holder of this bond may at his option, on surrender and can- 
cellation of this bond and others of the same issue aggregating $500 or 
$1,000 and on payment of charges, as provided in the indenture, 
receive in exchange a coupon bond of this issue of a number not 
contemporaneously outstanding, for the amount aggregated.” 


For registered bond(s) issued for coupon bond(s) of denomination(s) of 
less than $1,000: 


“This bond is issued in exchange for coupon bond(s) of this issue 
NUsinbenedawnmerwen. acess cas in denominations of $ 


@'art6i70:{0;\6) 6) @tiwte) (eae iiel al offs. let ibia 


STOCK EXCHANGE LISTING REQUIREMENTS 445 


not contemporaneously outstanding, aggregating the face value hereof 
and coupon bond(s) of this issue bearing the said number(s) and of 
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the same denomination(s) will be issued in exchange for this bond 
upon surrender, cancellation and payment of charges provided in 
the indenture.” 


For registered bond(s) issued for $1,000 coupon bond(s) : 


“This bond is issued in exchange for coupon bond(s) of this 
ISSUGMeTILIEM ELEC eee ere cere for $1,000 (each), not contem- 
poraneously outstanding, and coupon bond(s) of this issue hearing 
the said number(s) will be issued in exchange for this bond upon 
surrender, cancellation and payment of charges provided in the 
indenture.” 

Stock 


(In addition to the above General Requirements, the following apply 
specifically to stock certificates.) 


The border and tint plate for one-hundred share certificates of stock shall 
have said denomination engraved thereon in words and figures; the plates for 
smaller amounts shall bear some engraved device whereby the exact de- 
nomination of the certificate may be distinctly designated by perforation; 
also conspicuously upon the face “Certificate for less than one hundred 
shares.” 

Certificates for every class of stock shall recite preferences of all classes. 

Certificates of stock shall recite (1) ownership; (2) par value; (3) 
whether shares are full paid and (4) non-assessable; (5) preference as to 
dividends; (6) distribution of assets upon dissolution or merger; (7) 
terms of redemption; (8) convertibility; (9) voting power, or (10) other 
privilege; and (11) must bear the following legend: 

This certificate is not valid until countersigned by the transfer agent 
and registered by the registrar. 

The following form is required upon the reverse of a certificate of 
stock : 


or waltie réceivedic.ucs csc scence aed. hereby sell, assign and trans- 258 8 2 3 $ 

La rien Setanta ae hie ony RQ tmaewey 

IS PG SEAN Cafes 6k SAV aA Gg ROCIO O cis Gat ai RIOR CeOrE ti Pp PO Cia ak eR antec ee2Res° S 

g 

REAR ee eek MALY oath eis J ABN a, sib aiaialase te eps ss OMA shares ae oe Ps 

of the ‘capital stock represented by the within certificate ce #8 os Ane 

and do hereby irrevocably constitute and appoint Rare £3 = 

esha lena A Oboe aes ern 2) CS one OPEL RRR MER PO OE attorney gp rae 

zi 4 . . . ot fas @ lay 
to transfer the said stock on the books of the within named 89 B ge 

company with full power of substitution in the premises. Rae Q yea Omnes 
“ose 8 

DDACECetersrcreteretevetarel tus ereec8 (ona bus lane: init TOs. te arciseus 8 ‘ 9 3 a 

TG DADC Ie ROL DC Cne OO DMO On EER On Oe ° 7S 

eg koa" s 

In presence of Beso ee oe 
3 

SG Cte OG CHD OOO ERATOR ECR Re nO Pile} el, 1 Ga tay tee 


*On certificates without nominal or par value the word ‘“‘capital’’ may be omitted. 


Certificates of Deposit, Voting Trust Certificates, etc. 
In addition to the General Requirements above outlined, certificates of 
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deposit and voting trust certificates must conform in every particular to the 
Specific Requirements as to stock certificates, except that the descriptive 
portion of a certificate of deposit may be typed satisfactorily to the 
Committee. 


Temporary Certificates or Receipts 
Temporary certificates or receipts must conform to the General Re- 
quirements above outlined and to the Specific Requirements as to stock 
certificates, except that the text may be typed satisfactorily to the 
Committee, and need not bear a vignette. 


REMOVALS OR SUSPENSIONS IN DEALINGS OF 
LISPEDFSECURITIES: 


Whenever it shall appear that the outstanding amount of any security 
listed upon the Stock Exchange has become so reduced as to make inad- 
visable further dealings therein, the Committee may direct that such security 
be removed from the list and further dealings therein prohibited. 

“The Governing Committee may suspend dealings in the securities of 
any corporation previously admitted to quotation upon the Exchange, or 
it may summarily remove any securities from the list.” 


Be VD) Cox, Secretary: Rosert Gipson, Chairman. 


COMMITTEE. ON STOCK LISi 


New York Stock ExcHANGE 
February 2, 1925. 


FOREIGN GOVERNMENT BONDS 


Data required in addition to Regular Requirements in connection 
with proposed Listings 


I (a) Statement of debt, internal and external, and currency in 
which it is to be paid; statement of external debt to be 
computed in dollars. 

(b) Contingent and actual liabilities, and priority. 

(c) Revenue or assets pledged, if any, under present and other 
loans, and nature of administration. 

(d) Summary of such revenue receipts and income from such assets 
for preceding five years, stated in dollars, if available. 

(e) Status of the law under which said revenue or assets are pledged. 

2 Past debt record with respect to: 

(a) Defaults; 

(b) Scaling down interest payments ; 

(c) Suspending sinking fund payments. 
3 Where listed. 


4 Currency in which interest and principal are to be paid. 
5 Tax liability and exemption. 
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Statement of governmental income and expenditure for whatever 
account in the preceding five years. 

Statement of the sums required, in dollars, to meet foreign interest 
charges in each of the five preceding years. 

Statement in terms of weight and dollars (converted) of merchandise 
imports and exports in each of the preceding five years. 

Statement of covenants, if any, with respect to payment of principal 


and interest of bonds dependent upon state of Peace or War 
and nationality of holder. 


STATE 


CALIFORNIA 2 


COLORADO 


CONNECTICUT 


APPENDIX C 


ANALYSIS OF STATE LAWS WITH REFERENCE 
TO INVESTMENT BY SAVINGS BANKS 
IN RAILROAD SECURITIES * 


————____eee eee... EE ee 


CLASSES OF 
RAILROAD BONDS 


First Mortgage Refund- 
ing Mortgage, and 
Underlying or Divisional 
Closed Mortgage Bonds 
of railroads incorporated 
in California and operat- 
ing exclusively therein. 
The refunding bonds 
must provide for retire- 
ment of all underlying 
liens. 


First Mortgage Bonds of 
steam and street rail- 
roads. 


MinImuM EARNING 
REQUIREMENTS 


114 timesinterest on 
all outstanding 
mortgage debt for 
at least I year pre- 
ceding the issuance 
of the bonds. 


Not stated. 


MINIMUM 
DIVIDEND 


MINIMUM 
CAPITAL 
Stock 


REQUIREMENTS} REQUIRE- 


Not stated. 


4% for 5 years. 


MENTS 


Not stated. 


Not stated. 


Bonds (issued or guaran- 
teed) of New England 
and New York railroads 
having 300 miles of line. 


Bonds or Debentures se- 


cured by a mortgage or 
having a prior equity 
covering 75% of the 
roads of railroads hav- 
ing 500 miles of line in- 
corporated in one of the 
New England States and 
with at least one-half of 
the road located within 
said state. A refunding 
mortgage must provide 
for retirement of prior 
liens. 


Not stated. 


Not stated. 


4% per an- 
num for 5 
years previ- 
ous to the 
year of invest- 
ment. 


4% per an- 


num for 5 
years previ- 
ous to the year 


of investment. 


1 Original appears in Railroad Securities—a Course of Study. 
_ In addition to the class of securities mentioned here, California savings banks may 
invest in railroad securities that are legal for purchase in New York and Massachusetts. 
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One-third of 
authorized 
funded debt 
(excluding 
bonds reserv- 
ed to retire 
prior liens, 
but including 
guaranteed 
issues of 
other com- 
panies). 


One-third of 


authorized 
funded debt 
(excluding 
bonds re- 
served to re- 
tire prior 
liens, but in- 
cluding guar- 
anteed issues 
of other com- 
panies). 
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STATE 


CONNECTICUT 
(Continued) 


FLORIDA 


MAINE 


MASSACHUSETTS? 


CLASSES OF 
RAILROAD Bonps 


First Mortgage Bonds 
covering 75 % of the road 
owned in fee of a railroad 
in the United States hav- 
ing (during 5 years prior 
to investment) '500 miles 
of line or more. 


Equipment Trust Notes. 


First Mortgage bonds of 


railroads incorporated 
and operated in United 
States. 


Bonds of railroads of 


Maine over 500 miles. 


First Mortgage of rail- 
roads of 500 miles, when 
mortgage covers 75% 
mileage; Bonds issued to 
refund First Mortgage 
Bonds as above. 


Minmum Earning | MINIMUM 
REQUIREMENTS DIvIDEND 
REQUIREMENTS 
Annual gross earn-| 4% per an- 


ings must be not 
less than $10,000,000 
(for 5 years) if toad 
is less than 500 
miles. Such gross 
earnings must be 
five times interest 
and rental charges. 


Annual gross earn- 
ings must be not 
less than $10,000,- 
ooo (for 5 years) if 
road is less than 500 
miles. Such gross 
earnings must be 
five times interest 


and rental charges. 


Not stated. 


Not stated. 


Gross operating 
revenues of $10,- 
000,000 and net 
earnings at least 114 
times interest for 5 
years. 


Bonds and Notes of rail- 
roads incorporated in 
Massachusetts and 
whose lines are located 
wholly or partly therein. 


Equipment obligations 
issued under the “‘Phila- 
delphia Plan’’ of rail- 
roads whose mortgage 
bonds are legal for in- 
vestment. 


Bonds issued to provide 
for retirement of Ist 
Mortgage of New Eng- 
land railroads.4 


Not stated. 


Not stated. 


num for 5 
years previ- 
oustothe year 
of investment. 


4% per an- 
num for 5 
years previ- 
oustothe year 
of investment. 


Not stated, 
but regular 
payments of 
dividends for 
two years re- 
quired. 


Stock 
REQUIRE- 
MENTS 


Not stated. 


Not stated. 


4% per an- 


num for § 
years next 
preceding in- 
vestment. 


It is provided 
that dividend 
payments for 
I year previ- 
ous were 
equal at least 
one-third of 
interest pay- 
ments. 


Not stated. 


Not stated. 


One-third of 
amount of 
total bonded 
indebtedness. 


Not stated. 


3 Trust Funds may be invested in rst Mortgage R. R. Bonds of New England 


R. R.’s that have paid regular dividends for two years prior to investments. 


4TIncludes debentures which constitute a prior lien, or are on an equal basis with 
prior lien obligations. 
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MASSACHUSETTS 
(Continued) 


CLASSES OF 
RAILROAD BONDS 


ist or Refunding Mort- 
gage Bonds, as above, 
issued or guaranteed by 
U. S. railroads having 
500 miles and over. 
Mortgage must cover 
75% of property. 


MINIMUM EARNING 
REQUIREMENTS 


$15,000,000 gross 
earnings if less than 
500 miles. Gross 
earnings to be at 
least 5 times fixed 
charges for 10 years. 


MICHIGAN 


1st Mortgage Bonds is- 
sued or guaranteed under 
lease by U. S. railroads. 


Bonds issued for Refund- 
ing Ist Mortgage Debt, 
and for improvements, 
etc., when approved by 
State Securities Com- 
mission. 


MINNESOTA 


Missouri 


NEw HaAmpsHIRE 


New JERSEY 


1st Mortgage Bonds of 
railroads which have 
been secured by govern- 
ment land grant. 


1st Mortgage Bondsand 
Refunding Bonds issued 
to retire 1st Mortgage 
Bonds. 


Not stated. 


Not stated. 


Not stated. 


ist Mortgage Bonds of 
Railroads in selected 
Middle Western States, 
together with1st Mort- 
gage Bonds of the Central 
Pacific, Union Pacific, 
New York Central, West 
Shore,and Pennsylvania 
Railway Companies. 


Bonds and Notes of New 
Hampshire incorporated 
railroads, 


Bonds issued or guaran- 
teed by New England 
railroads. 

Bonds of other railroads. 


Stocks and notes. 


Operating Expenses 
and Fixed Charges 
for 3 years. 


Not stated. 


Not stated. 
Not stated. 


1st Mortgage Bonds. 


Refunding Bonds issued 


to retire entire funded 
debt. 


Not stated. 


MINIMUM 
DIVIDEND 
REQUIREMENTS 


One-third of 


interest 
charges.® 


4% per an- 
num for 10 
years preced- 
ing invest- 
ment.5 


MINIMUM 
CAPITAL 
Stock 
REQUIRE- 
MENTS 


One-third of 
net author- 
ized Funded 
Debt. 


4% annually 
for 5 years 
prior to in- 
vestment. 


4% annually 
for 3 yearsé 
prior to in- 
vestment. 


4% for 5 years 
prior to in- 
vestment.? 


Not stated. 


None. 


Regular divi- 
dends for 2 
years prior to 
investment. 
4% dividends 
for 3 years. 
4% dividends 
for 5 years. 


4% dividends 
for 5 years. 


Not stated. 


One-third of 
Bonded Debt. 


Not stated. 


Not stated. 


Not stated. 


One-third of 
Funded Debt. 


Not stated. 


5If railroad fails to meet these requirements during a period of more than two 
years after investment, its bonds are no longer legal for savings banks. 


® Dividends of 4% for 10 years prior to investment is the requirement in the case 
of Commercial Banks and Trust Companies. 


7This provision applies to Commercial Banks and Trust Companies. 
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STATE 


CLASSES OF 
RaILRoAD Bonps 


ist Mortgage Bonds of 


New York railroads and 
of connecting and con- 
trolled railroads. 


Mortgage Bonds issued 
to retire prior liens issued 
or guaranteed by select- 
ed railroads and author- 
ized prior to January 1, 
1905. 


MIntmMuM EARNING 
REQUIREMENTS 


MINIMUM 
DIvIDEND 
REQUIREMENTS 


Not stated. 


Not stated 


4% annually 

for 5 years 
revious to 
investment. 


4% for 10 
years previ- 
ous to invest- 
ment. 


MINIMUM 
CAPITAL 
Stock 
REOQUIRE- 
MENTS 


One-third of 


Mortgage 
Debt. 


One-third of 
Bonded 
Debt. 


RuopeE ISLAND 


Mortgage and Deben- 
ture Bonds, Equipment 
Notes, and Guaranteed 
Stock of railroads of 100 
miles or more. 


Stock of railroads whose 
Bonds are legal invest- 
ments. 


Requires certain 
minimum income 
over a period of 3 
years varying with 
each class of bond 
and in some cases 
equal to twice the 
interest charges. 


Same. 


4% dividends 
for 10 years. 


Mortgage and Refund- | Gross earnings (in- | 4% for 5 years | One-third of 
Nia eOReE ing Bonds of U. S. rail- | cluding coal sales) | previoustoin- | authorized 
roads (covering not less | to be 5 times inter- | vestment. ist Mortgage 
than 75% of property) |est and rental Bonds, to- 
having a mileage of 500 | charges. gether with 
miles.? Bonds that 
were issued to 
retire prior 
liens. 
Assumed and Guaran- | Not stated. Not stated. Not stated. 
teed Bonds which are 
prior in lien to and to be 
refunded by general 
mortgage bonds which 
are legal under forego- 
ing provisions. 
7 Mortgage Bonds of any | Not stated. 4% for 10| Not stated. 
Nortu Dakota railroad incorporated in years. 
the United States. 
Mortgage Bonds of rail- | Income sufficient in | Not stated. Not stated. 
OREGON roads incorporated in the | last 3 years to cover 
United States of not less | fixed charges. 
than 100 miles. 
Mortgage and Collateral | Not stated. 3% Dividends 
Trust Bonds. for 5 years.10 
OHIO 10 
Stocks which have paid 
dividends for 5 years. 
None. None. 


TEXAS 


1st Mortgage Bonds of 
railroads domiciled in 
Texas. 


8 Not more than 25% of assets of Savings Bank to be invested in Railroad Bonds. 
® Mileage may be less than 500, if gross earnings are $10,000,000 or more annually. 


10 Applies also to Trust Companies and Commercial Bank investments. 


11 Applies also to State banks of deposit and discount. 
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STATE 


VERMONT 


WISCONSIN 


CLASSES OF 
RAILROAD BONDS 


Bonds and Notes of Ver- 


mont incorporated rail- 
roads. 


ist Mortgage Bonds of 
New England incorpo- 
rated railroads, at least 
one-half of whole mile- 
age is in these states. 


Mortgage Bonds cover- 
ing 75% of lines owned 
in fee of other railroads 
of 500 miles. 


ist Mortgage Bonds or 


Consolidated Mortgage 
Bonds issued to retire 
entire bonded debt. 


MINIMUM EARNING 


REQUIREMENTS R 


Not stated. 


Not stated. 


$15,000,000 gross 
earnings, if less than 
500 miles, and not 
less than five times 
interest and rental 
charges. 


Not stated. 


MINIMUM 
DIVIDEND 


Not stated. 


4% per an- 
num for 5 
years and 
dividends 
must equal 
one-third of 
bonded inter- 
est. 


None. 


4% per an- 


num for 5 
years pre- 
ceding invest- 
ment. 


EQUIREMENTS 


MINIMUM 
CAPITAL 
Stock 
REQUIRE- 
MENTS 


None 


One-third of 
authorized 
ist Mortgage 
indebted- 
ness, exclud- 
ing refunding 
mortgages for 
retirement of 
Ist Mort- 
gage. 

None. 


None. 


WASHINGTON 


Mortgage Bonds of rail- 

roads incorporated in 

U.S. of 500 miles when 

mortgage covers 75% of 
ne. 


Gross earnings not 
less than five times 
interest charges. 


4% per an- 
num for 5 
years. 


One-third of 
the Bonded 
indebted- 
ness. 


APPENDIX D 
PROBLEMS AND QUESTIONS 


CHAPTER I—NATURE OF INVESTMENT 


Problem 


Joseph P. Harriman, at the age of 28 years, fell heir to a sum of 
$500,000 the result of a distribution of a trust estate. He used the money 
for the following purposes: 

a. With $100,000 he purchased a life annuity. 

b. With $100,000 he acquired a partnership in a stock exchange 
brokerage concern, in which there were two other partners, each 
of whom contributed the same capital investment and had equal 
voice in the concern’s affairs. 

With $150,000 he purchased securities consisting of well secured 
bonds of municipalities, railroads, and public utilities together 
with $10,000 in United States Liberty bonds. 

d. With approximately $50,000 he purchased 500 shares of Kansas 
City Southern Railway common stock, 500 shares of St. Louis 
Southwestern Railroad stock and 100 shares of American Agri- 
cultural Chemical stock. None of these shares furnished any 
income, nor did he purchase them to hold for income purposes. 
His friend and partner, a member of the New York Stock 
Exchange, had told him that the sentiment among fellow stock 
traders was “bullish,” 7.c., that these traders thought stock prices 
were on the upward trend and that purchases of certain low- 
priced non-dividend paying railroad stocks would net handsome 
profits if purchased and held for a short time. 

e. With $25,000 he purchased in December 20,000 bushels of wheat 
to be delivered the following May. He entered into this trans- 
action because a customer of his firm informed him that the 
Argentine and Australian wheat crops would be very poor this 
season, and inasmuch as the yield of European wheat had been 
below the average, there would be a world-wide shortage and 
wheat prices would be higher in the spring. 

f. He advanced $25,000 as a loan to a college friend to enable the 
latter to stock a ranch recently purchased in northern Wyoming. 
No security was demanded for this loan and no interest was 
charged for the accommodation. In fact, Harriman merely de- 
sired to have a boyhood friend share in his good fortune. 
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g. With $50,000, Harriman purchased and furnished a home in a 
suburban section. On the advice of his partners he assumed 
a mortgage of $25,000 which was held against the property. 

_ The remainder of his inheritance he deposited in various banks, 
but aS a large part was drawn against to pay long standing bills 
and current expenses, his balances in each bank soon averaged less 
than $1,000 and he was not credited with interest on his accounts. 


Questions 
1. Which of these transactions constituted an investment as defined 
in Chapter I? 
2. Which constituted a speculation? 
3. Which were neither investments nor speculations? 
4. Give reasons for your answers. 


Cuapter I[I—Tuer DEVELOPMENT OF INVESTMENT 


Questions 


1. Mention some of the early forms of investment. 

2. Why is a stable currency essential to modern investment? 

3. Why have banks been an important factor in the development of 
modern investment ? 

4. Explain how the corporate form of business enterprise offered a 
popular field for modern investment. 


5. What is the function of stock exchanges in relation to investment? 
6. Who are investors ? 
CuaApter I]I—Ctasses or INVESTORS 
Problem 


John Smith is a partner in a department store in which he has placed 
$500,000 of his fortune, estimated at $1,000,000. The capital invested in 
the business enterprise is $2,500,000, divided equally among five partners. 
Smith takes no active part in the administration of the business and unlike 
the other partners holds no office in the concern. In addition to his part- 
nership in the department store, he owns 1,000 shares of a total of 2,100 
shares of capital stock of a coal mining company of which he is a director, 
but not manager. He also owns the following property : 

$50,000 U. S. Liberty Bonds 
$25,000 Pennsylvania Railroad General mortgage 4% bonds, due 1965 
250 shares United States Steel Corporation 7% preferred stock 


So first mortgage on a residence building in Jersey City, New 
ersey 


$5,000 of 6% bonds of the A. B. University Club of New York City 
(of which he is a member) 


A co-operative apartment in New York City, for which he paid 
$40,000 


A country home and farm on the North Shore of Long Island in which 
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he resides during the summer months, but which he occasionally 
leases to others. 


Questions 


1. Designate on the basis of the foregoing information in what re- 
spect Mr. Smith is a capitalist, an investor, or neither, stating in 
each case your reasons. 

2. What class of individual investors designated on page 28 would 
you consider as least likely to purchase and hold speculative in- 
vestments ? 


CHAPTER [V—FUNDAMENTAL PRINCIPLES 


Questions 

1. Explain why the “security of income’ may be considered the primary 
and most fundamental of investment principles. Give illustrations. 

2. Give some incidental principles and show their relation to the two 
fundamental principles, viz.: Safety of income and Safety of 
principal. 

3. Explain what is meant by diversification of investments. How may 
this diversification be accomplished by small investors? 

4. Explain the purpose and the functions of investment trusts. What 
are their limitations? Name some existing investment trusts. 


CHAPTER V—SoME INCIDENTAL PRINCIPLES OF INVESTMENT 


Problem—Diversification and Freedom from Care 


The following is a statement of the investments on resources of the 
147 savings banks in the State of New York as of January 1, 1925: 


New York Savincs Bank INvESTMENT Ho.LpiNncs 


Per Cent to 


Resources 
RESOURCES Jane 1, Janets 
1925 1924 
Bovudsvand iMortvagesta 2: afi aerecint ose ae $2,099,222,135.27 55-0 52.9 
Stock and Bond Investments (Estimated Mar- 
REE Wale) eit hoetae nica otgia toc ates « Saenre 1,452,654,832.42 38.2 40.6 
Par Value 
Winited eS tatestances cian rac srs vicctiesern taeicce,s 540,995,558.00 14.2 17.2 
INGW VOL rOLatemecieniiere fields see eleie aaiera a 16,453,750.00 0.4 0.4 
Bonds ios Other States arse cds store asap stea’s) < 109,067,675.00 2.8 2.5 
Bonds of cities, counties, villages, towns 
and school districts in this and other 
SEALCS cre eee mate aleonieaaecdleun aun eters 336,955,414.25 8.08 9.4 
Railroad Mortgage bonds. ..>.......2.-+.. 479,660,115.90 12.6 12.9 
Bonds of Land Bank of the State of New 
Orme tee rn i renee ts ei anese. vane tatnauaes 708,000.00 0.018 0.017 
Federal Farm Loan bonds (first land bank 
GISELICE) Metter a recta a teNeee tlar ro son etaerava’s 412,000.00 0.010 0.0005 
Total par value of Stocks and Bonds...... 1,484,252,513.15 


IPeZOMISSOLY, NOLES ncine eater cele sell eie usc sreisie'e 8,842,418.52 0.2 0.59 
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Bankers Acceptances and bills of Exchange... . 99,765.33 .002 0.088 
Banking Houses and lots........+..+-.+5+-5- 39,199,485.16 
Other nreal’ sestates ne 8 ctetecsus eae eve sore erent eeee 2,587,620.23 
Cash on deposit in banks and trust companies 134,361,543-76 305 3.0 
Cashion, hardier o ire cet cns tote olen eee eee tere 15,906,474.60 0.4 0.4 
Total of collectible interest. >... 25.2523 ce ne 42,845,635.72 
Other sassets etry... ices oogine eh lele oe eente renee aero 1,360,617.32 

TDotalspesOurceS iia, ciets ists es ieee 3)797,080,528.33 

LIABILITIES 
Amount ide depositors) cts cus: ehencls eeialoleteela 353975742,200.55 
@theriliabilities! vec: es ereronis/oyae ote eer ie eee te tees 2,661,690.52 
Surplus on estimated market value of stocks and 
[nay eee rion eee O AO COE A Ota oan oss 396,676,631.26 

TotalMliabilities: ss awit ete netenter 3,797,080,528.33 

Questions 


1. Is there sufficient diversification to assure safety? 

2. Would you suggest further diversification and the method of accom- 
plishing it? 

3. Does the various percentages of each class of investment on January 
I, 1924, show greater diversification than 1925? 

4. What class of investments require the least care and attention? Give 
reasons. 


CHAPTER VI—THE FIELD oF INVESTMENT 


Problem I 


The directors of the A. C. Sugar Refining Company at the end of 
1919 adopted a plan of expansion which briefly was as follows: 

a. The construction of an additional unit in its refinery to cost about 
$2,000,000, which would double its refining capacity. 

b. The purchase of three large sugar plantations in Cuba in order 
to insure a full supply of raw sugar for its refinery. The outlay 
not to exceed $3,000,000. 

c. The inauguration of a large advertising campaign to popularize 
its brand of refined sugars, especially its new package goods. It 
was estimated that $500,000 would be required during 1920 for 
this purpose. 

d. The encouragement of advance purchase contracts with sugar 
jobbers and large consumers at fixed prices, such contracts to ex- 
tend over periods of from six months to one year. In order to 
put this scheme into effect unusually liberal terms were granted 
to customers who thus contracted in advance for sugar supplies. 
In some cases it was agreed to accept customer’s six months’ 
notes, the company making arrangements to sell these notes, 
after endorsement, to a number of banks. 


In order to put the plan into operation, new capital and additional credit 
were required. 
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Questions 


1. Designate in each subdivision of the plan the class of credit that 
should be used in obtaining the required capital. 

2. What class or classes of investment institutions would advance the 
funds? 


Problem II 


At the time the A. C. Sugar Refining Company adopted the foregoing 
plan, its sole capital liability consisted of $10,000,000 of stock in shares of 
$100 on which the company had paid dividends of 6% in the year 1919. 
Previously no dividends had been paid, though the company had been in 
existence five years. Profits in 1919 were barely sufficient for an 8% 
annual dividend. The company’s real estate (iec., land) had an appraised 
value of $1,500,000 and its buildings ard machinery cost $1,500,000. It 
carried stocks of raw and refined sugar at the end of the year valued at 
$1,000,000 but this was offset by bank loans and other obligations of the 
same amount. 


Questions 


1. Could the company obtain a real estate loan, and to what extent? 

2. Could it issue bonds and to what extent? Could it sell additional 
stock at one hundred cents on the dollar? 

3. Would the stock be “an investment stock” or would it be purchased 
as a speculation? 

4. Would there be an advantage to the investor, if preferred stock, 
rather than common stock were issued? 


CHAPTER VII—CLASSIFICATION OF INVESTMENT Bonps 


Problem 


Classify each of the following bonds in accordance with the features 
discussed in the text: 
United States 2nd conv. Liberty Loan, 414%, 1942, op. 1927 
Republic of Poland External S. F. 8s, 1950 
City of New York, registered, 344%, 1950 
Ontario, Province of, 5%, 1942 
City of Regina, 41%4%, 1931 
Cove, Montana, Irrigation District Serial 6s, 1935 
Atchison, Topeka & Santa Fe Ry. Genl. Mtge. 4%, 1995 
Atchison, Topeka & Santa Fe Ry. Co. Adj. 4%, 1952 
Atlantic Coast Line R. R. Co. 1st cons. Mtge. 4%, 1925 
Central Pacific Ry. Co. 1st Ref. Mtge. 4%, 1949 © 
Chicago, Burlington & Quincy R. R. Co., Ill. Div., 344%, 1949 op. 1929 
New York, Westchester & Boston Ry. Co. guaranteed Ist Mtge. 
444%, 1946 
Portland Terminal Co. 1st Mtge. 4%, 1061 
St. Louis San Francisco Income Ser. A6%, 1960 
American Telephone & Telegraph Co. 514%, 1943 
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Bush Terminal Building Co. 1st Mtge. S. F. 5%, 1960 

Midland Steel Products 1st Conv. S. F. 7%, 1938 

Standard Oil of California 5% Serial Notes, 1929 ; 

Producers & Refiners Corporation 1st S. F. Gold 8%, 1931, with 
detachable warrants 


CHAPTER IX—MeEcHANICS OF INVESTMENT 


Problem—Financing a Merger 


The D. T. Steel Company located in an automobile manufacturing center 
and producing high grade steel products such as automobile parts, engine 
accessories, etc., had been operated successfully for a number of years as 
a closed corporation. It was unable, however, to take advantage of all 
the business offered it because of inadequate facilities and lack of cash 
funds. Several of its best customers threatened to withdraw their orders 
unless the goods could be turned out more promptly. As the company’s 
total resources did not exceed $1,000,000 and as its loans from the local 
banks had reached the limits available to it, the directors sought additional 
capital from New York investment bankers. 

While negotiations were in progress, it was learned that another con- 
cern producing similar steel articles could be acquired. This latter com- 
pany had an excellent manufacturing plant and was reported to have 
earned large profits, but owing to the death of the owner, its business had 
fallen off and the heirs were willing to dispose of their interest at a rea- 
sonable price. The net profits during previous years had ranged from 
$100,000 to $300,000 annually and the value of the plants were appraised at 
over $1,500,000. 

The bankers succeeded in obtaining an option on this plant at $2,000,000 
in cash and at the same time persuaded the owners of the D. T. Steel Com- 
pany to merge their business with that of the concern. It was agreed that 
the stockholders of the D. T. should be paid partly in cash and partly in 
securities of the new company. 

Questions 

1. What information would the bankers desire before completing the 

merger? 

2. What would be the nature of their investigations and whom would 

they employ for this purpose? 

3. How would they obtain a profit for themselves? 

4. Draw up—(a) A letter for the bankers in which they invite another 
banking house to participate in the proposition of or- 
ganizing and financing the merger. 

(b) A form of capitalization for the new corporation, 
giving classes and amounts of securities to be issued 
and the part thereof to be publicly offered. 

(c) The “selling group” letter. 

(d) The circular advertising the issue. 
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CHAPTER XI—CommercriAL Loans as INVESTMENTS 


Problem 


The W and C Packing Company carried lines of credit with various 
banks averaging in all throughout the year about $20,000,000. In addi- 
tion, it had outstanding an issue of $10,000,000 of 6% first mortgage bonds 
which were an absolute lien on all its real estate, plants and machinery. 
Another issue of bonds, which were convertible into the company’s 
stock, but were not a mortgage on any of its assets amounted to $12,000,000. 
Repayment of the latter bond issue which carried an annual interest rate 
of 7% was to be made by an appropriation each year to purchase $1,000,000 
face value of the bonds for first five years, $2,000,000 in each of the 
following two years and $3,000,000 the year thereafter. As the company 
paid no dividends on its stock (amounting to $10,000,000) there was 
little likelihood that it would be relieved of its indebtedness by having the 
bonds converted into stock. Because of overproduction in the packing 
industry the company in 1923 failed to show net profits sufficient to meet 
its interest charges; moreover, as stated above, it was required to set 
aside $1,000,000 to purchase its convertible bonds in the market. A short- 
age of cash developed and the company applied to the banks for additional 
short-time loans. 


Questions 

1. Would the banks be justified in granting the additional loans? 

2. Would note brokers be justified in offering the notes of the company 
to banks and institutions as investments ? 

3. How should the loans be secured to make them marketable as 
investments ? 

4. What effect would the mortgage bonds have on the company’s current 
borrowing facilities ? 

5. Are banks justified in granting a short term unsecured commercial 
credit to enable the company to obtain the sum required annually 
to buy in its bonds? 

6. Under what conditions would the company’s short-term notes be 
better secured (as an investment) than the unsecured convertible 
bonds ? 

7. In the event of bankruptcy of the company, would the banks that 
granted “lines of unsecured credit” be in a preferred position as 
compared to the company’s bondholders? 


Cuapters XII-XIJJ—Reavt Estate MortcaGEes 


Problem I—Determining the Amount and Maturity of a Real Estate 


Loan : 
John Smith, a resident of Albany, New York, owned a piece of real 


estate at the southern end of the city, consisting of land and an old brick 
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building, formerly occupied by a jobbing concern, but of late years rented 
as a storage loft by a railroad company. The rental was $1,500 annually, 
the railroad company agreeing to attend to repairs and maintenance arising 
from ordinary wear and tear. The assessed valuation for taxation purposes 
was $12,000 and the taxes paid varied from $300 to $350 annually. The 
assessed valuation was reputed to be 75% of the actual value. The building 
was in poor physical condition, as the railroad company, having a year-to- 
year lease, expended very little for repairs; moreover, it was well known 
that as soon as the company’s proposed new office building was constructed, 
the lease would be cancelled. 

The location of the property at one time was the principal wholesale 
business center of the city, but as Albany, like many other cities had de- 
clined in importance as a jobbing center, the district changed in character. 
Merchandising concerns were replaced by small factories, garages and 
storage companies. There was a possibility that the railroad company 
would remove its freight yard from this section when its new general 
office and freight building would be completed, though definite plans 
for the removal had not been announced. 

Smith, who owned the property, unencumbered by mortgage, needed 
more capital for a new business venture, and not being able to dispose of 
it at a price he considered fair to himself, applied through a broker for 
a loan of $5,000 to be secured by a mortgage on the property. 


Questions 


1. What means would an investor use to determine the market value 
of the property? 

2. What circumstances connected with the property were unfavorable 
as a basis of security for the loan? 

3. If the property were appraised at its assessed value for taxation pur- 
poses, would a savings bank in the City of Albany be permitted 
to grant the $5,000 loan required by Smith? 

4. Could the property be considered as “improved” real estate, ic., 
land with income earning property constructed thereon? 

5. Would the building on the property be taken into consideration in 
making an appraisal of its value? ; 

6. Would an investor be justified in granting the loan for a period of 
ten years or more? 


Problem II—A Large Loan on an Office Building 
The following circular advertises an issue of real estate mortgage 
bonds. 


Questions 


1. Would you regard these bonds as a good investment for a widow 
dependent on her investments for a livelihood, or for a trust fund held 
for minor children? Give reasons for your answers. 
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LEGAL FOR THE INVESTMENT OF TRUST FUNDS 
UNDER THE LAWS OF THE STATE OF NEW YORK 


$3,500,000 


CHESEBROUGH BUILDINGS 
Chesebrough Building Company 


First MortGaceE 25-YEAR 6% Sinxinc Funp Goip Loan 


Dated October 1, 1923 Due October 1, 1948 


Interest payable semi-annually April 1 and October 1. Principal and interest payable 
in New York in United States gold coin. Coupon in form and in denominations of 
$1,000 and $500; registerable as to principal. Redeemable at the option of the company 
as a whole or in part on any interest date, on thirty days’ notice, at 105 and accrued 
interest during the first ten years; thereafter during the next ten years at 102% and 
accrued interest, and thereafter during each succeeding year at % of 1% less each 
year or part thereof, and accrued interest. 


Interest payable without deduction of normal Federal Income Tax 
not exceeding 2% 


Exempt from personal property tax in the State of New York 


CENTRAL UNION TRUST COMPANY OF NEW YORK, TRUSTEE 


The following facts are summarized from a letter of Mr. A. H. Fromm, Vice- 
President of the Chesebrough Building Company to A. B. Leach & Co., Inc. and Halsey, 
Stuart & Co., Inc. 


PROPERTIES AND The properties owned in fee by the Chesebrough Building Com- 


LOCATION: pany, are located in lower Manhattan, in one of the most 
Situated in lower important business sections of the downtown area of New 
Manhattan, York City. All of the properties are contiguous to or face 


on Battery Park. Exceptional transit facilities are afforded by 
subways, elevated and surface lines and ferries, the terminals 
of which are in close proximity to these properties. 


SECURITY: This Loan is to be secured by an absolute first (closed) 
Absolute first mort- mortgage to Central Union Trust Company of New York, as 
gage on land and _ Trustee, upon all the hereinafter described lands and _ build- 
buildings owned in fee ings, owned in fee. The total assessed valuation for taxa- 
and appraised at over tion for 1923 is considerably in excess of this Loan. The 
150% of this Loan. properties were recently appraised by Joseph P. Day, Inc., and 
Charles F. Noyes Company, as follows: 


Josepha say ener. < hres tis $5,451,000 
Charles F. Noyes Company......... 5,348,250 


The titles to the properties are to be insured by The Title 
Guarantee & Trust Company. The mortgage provides for 
protection by insurance satisfactory and payable to the Trustee, 
while any part of this Loan is outstanding. The Company also 
carries adequate rent insurance. 


LEGAL On the basis of the above appraisals, this Loan, in opinion of 
for Trust Funds in counsel, is legal for the investment of trust funds under 
State of New York. the laws of the State of New York. 


The earnings from these properties for the years ended June 
30, 1922 and 1923, respectively, were as follows: 
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1923 1922 
EARNINGS: Gross Reventiesiyiee teeter $943,028 $928,008 
Net Income for 1923 Operating Expenses, Maintenance, 
nearly 3 times annual (nsuranceandelaxes) 2st eee 340,702 353,370 
interest charges on Net Income Available for Interest and 
this Loan. Reservesin.cy cers oes yehodeS $602,326 $574,638 
Annual Interest Charges on this Loan 
Ebanets Wey Godwegadn ue $210,000 


The net income for the year ended June 30, 1923, as shown 
above is equal to nearly three times the maximum interest 
charges and equal to more than two and one quarter times 
interest and sinking fund charges combined. 


CHAPTER XIV—MunitcIPpAL Bonps 
Problem 


The following statistics were furnished by a municipality in compliance 
with a request from investment bankers: 


CONDENSED FINANCIAL STATISTICS 
(Bond Dealers’ Association Form) 
City or LETHBRIDGE Alberta 
ASSESSMENT 
Assessed value for Taxation, year 1924. ......0.-+.ss0-s* eat uhioraPegets Res $9,600,785.00 
Rental Assessment: Sti. Wen wir cas ocene ie ove OI ore rela teamenteere Win elie ress oan arene tae 510,635.00 
Exemptions not included ‘aboyeunaa. ss. eeu coe el oe eee Eee. 6,242,615.00 
Tax Rate 1924:—General 29.54. Debenture 8.61. School 16.46. Alta. 

Govt. Supplementary, (uand! only)ir2260. 3 ne ae ee emir eerie Total 44.67 mills 
Total Accumulated Tax Arrears at end of last Fiscal Year............ 212,549.63 
Amount of last year’s tax levy in City...... $554,602.74 includes all 

, f Govt. Tax. 

Ditto in School District outside City....... BcOT 4.20% sie a eusiee 517,616.94 
Amount; oflast. year's’ Tax Wevy, uncollectedis oan aye sees merece 118,495.99 
ASSETS AND LIABILITIES 
Value of Municipality’s’ Assets at. Deon an. mosque eee ee ies $3,906,982.40 
Total Debenture Debt (including present issue as divided below)........ 3,:7753796.46 
Motal Sinking. Hund (ashidivideds below nme aetemieemen reece elenereie eaten 1,134,823.65 
AINOUNE Tote winking | hind! iacrt cat Serr veteran eter ence eed ere 555,809.92 


ANALYSIS OF DEBT (including present issues) AND SINKING 
FUND—DIVIDED AS FOLLOWS 


Debentures Sinking Fund 
Pusiic Uriuities: Outstanding on Hand 
Waterworks... ..0c.008 RE Rr Sai es ean ~ $ 473,743.17 $ 133,712.15 
Electric MISH bee cts sole cists wie orerarqutee encom eet epee ete 734,851.66 aye.7a6ue 
Street Railway ........... arc reac areee ts Sea Ree wits 466,170.55 138,198.88 
LocaL IMPROVEMENTS: 
RATCDAY.EX SMP SHAT E iheciin«, viaichtie Siciern eae ee 1,504.6 84,652.6 
Municipality’s share (included in General)............  .. Q 2 2) a 2 ait ee % - & 
GENERAL DEBENTURES (not included above)........... 1,631,526.43 424,122.60 
SINKENGHRUNDARESPRVE 65. oc 58 Seoce, asics Bia la ute re eee PTO ee 77,410.93 
otal s treemitertres- oss Ba eats oa iene rer epee - $3,775,796.46 $1,134,823.91 


——————————————————————— 
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cated above, is issued by the instalment method?..... $ 347,230.83 
What amount of the total outstanding bonds is issued by 

thesSinkiney Bund emethodieyns.-<6ek nines oe anion ee 3,428,565.63 
What is amount of unsold Debentures included in above? None 
Amount of Bonds Guaranteed by Municipality.......... None 
Amount of School Debentures 

Lethbridge Public Sch. Dis. No. 51 (instal.)....... 223,557.68 

Lethbridge Separate Sch. Dis. No. 9 (instal.)........ 37,500.00 
Amount of Municipality’s share of the above........... None 
Total other Liabilities, including Floating Debts (not in- 

Clading Sinking und: Arrears) 2s. 6 csseecccecuewes 196,113.96 
(Current eREeventien Yeats ROSA ws mere cen che eovsnase A cane $9 743533753 

Expenditure’ 55,5. 6; I aleusree Soar oleha mena cidtavathon ie eich oes 718,407.32 


PUBLIC UTILITIES 


Net Profit after 
Deducting Depre- 
Profit after ciation, Operating 
Deducting Op- Expenses and In- 
erating terest and Sinking 
Charges only Fund on Debt 


Results for year ending Dec. 31st, 1924, Waterworks 


Lari meee ote eee ree eer eae Ml os estealiniaiey 4 cual onde Redes $ 62,813.48 $ 6,597.83 
lectric: Neicnt Plants amis naeruee ol soc, las ole ecseene oe 107,851.66 17,506.70 
PELCeE mall ways CACHEIE)) ecu wanshatde sure eed me Geuoa eit 6,336.93 44,999.54 Def. 


(Street Railway Deficit provided for in Tax Rate.) 


GENERAL 
Present Lopulation. .. 2. oc). ues 12,000 | Population’ 5) yeats ago..... 006. 10,500 
Estimated Population 1921 Census 11,097. Area of Municipality........... 532 acres 
NEI MOL VLA VOLS ra ete ane eeprmrce ace ele eaten Chores ar ciaite, ancnci aa Haas agate W. D. L.. Hardie 
PNGB ES Sica loror eter) ora arabe era are rien So rerne at's deste a isaVacete aya scarenayales City Hall, Lethbridge, Alberta 
NIC tO LAR Tea GULCH eRe ee rses ore tae! sree ae annie Mirser htive eee Mom aeere T. H. Fleetwood 
INACEES Shae aaie erste vere cbekaye se Mavere oeataher aude eoertvars cia raneys ys City Hall, Lethbridge, Alberta 


I believe the above information to be correct. 
Donatp A. Durr, 
City Clerk, 
Lethbridge, Alberta. 
Date, April 15th, 1925. 


NOTES REGARDING MUNICIPALITY OF LETHBRIDGE 
Province, ALBERTA 


Xe Please give a short description of the Municipality. 

(a) Location on main line of Crow’s Nest Pass Route; 110 miles West from Dun- 
more Junction; 125 miles South of Calgary; 200 miles North of Great Falls, 
Montana, U. S. A. 

(b) When was the Municipality incorporated? As a Town in 1890—as a City 

in 1906. 
(c) What percentage is the assessment of the real value? Land 100%; Improvements 
66 and 2/3%. 

(d) What is the estimated real value of all land and improvements in your Munic- 

ipality? $15,793,450. 

25 What are the railway facilities? Main Line Crow’s Nest Branch and Western 
terminus of Lethbridge Weyburn Branch C. P. R. 5 Branch lines radiating 
from Lethbridge and surrounding country. 

What steamer connections? (If any.) None. 

4. Describe the Chief Industries of the municipality, and give approximately the 

number of employees in some of the more important. Coal mining 13,000 men; 
C. P. R. 1500. Flour Mills 75. Brewing 100. 

8 Is there anything for which the municipality. is specially well known? Galt 

coal, and center of sheep industry and irrigation farming. 


w 
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6. How many schools are there in the municipality? Six. What is the average 
attendance? 2700. 

he What is the character of the surrounding district? Agricultural. The center 
of two large Irrigation Blocks and well developed farming and ranching 
country. 

8. What are the chief industries and products of the surrounding district? Agri- 
culture, Grain, Mixed Farming, Live Stock, Sheep Ranching, Coal Mining. 

9. Is there anything for which the surrounding district is specially well known? 
Irrigation Rarming, Cattle Raising, Sheep Raising. 

10, If there is any descriptive literature about your municipality or the district, 


issued by the municipality, a newspaper, bank, board of trade or any other 
public body, please send a copy or state where copies may be obtained. From 
the Board of Trade—or Department of Agriculture, Province of Alberta, 
or Secretary Lethbridge, Northern Irrigation District. 


Donatp A. Durr, 
City Clerk. 


April 15th, 1925. 


Question 
1. Point out the significance of each item in reference to the investment 
features related to municipal bonds as given in the text. 


CHAPTER X V—NATIONAL GOVERNMENT BONDS 


Problems 


The following circulars advertising National Government Loans were 
issued by Bankers: 


$35,000,000 
REPUBLIC OF POLAND 


25-YEAR SINKING FunpD EXTERNAL 8% Gop Bonps 


Dated January 1, 1925 Payable at 105% on or before January 1, 1950 
Total authorized issue $50,000,000. Interest payable January 1 and July 1. Coupon 
bonds in denominations of $1,000, $500 and $100 registerable as to principal. Principal, 
premium and interest payable in United States gold coin at the office of Dillon, Read 
& Co., New York, without deduction for any Polish taxes present or future 
A Sinking Fund is provided to redeem the entire issue by 
maturity at 105% and interest, by semi-annual call by lot of 
one-fiftieth of total amount issued, beginning July 1, 1925 
In addition to being subject to Sinking Fund redemptions, beginning July 1, 1925, bonds 


redeemable as a whole, or in part by lot, on any interest date after 
July 1, 1936, at 105 and interest 


Application will be made forthwith to list these bonds on the New York Stock Exchange 
The American Exchange National Bank, New York, Countersigning Agent 


The following information is contained in a letter addressed to us b 7 
a Gao ee ; 7 : y His Excellency 
PAD bdr Minister Plenipotentiary of the Republic of Poland to the United 
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aebbe boundaries of the Republic of Poland were established in 1919 by the Treaty 
of Versailles and by agreement with adjoining countries. Poland has been a member 
of the League of Nations since its inception. The record of financial and economic 
progress in Poland constitutes an outstanding achievement among European nations 
since the war and may be summarized as follows: 


1. The creation of a stable currency with a reserve of 65% gold and gold securities; 

2. A balanced budget—in 1924 total Government receipts exceeding total expendi- 
tures by $14,282,000; 

3. A normal surplus of exports over imports; 

4. A Government-owned railroad system of 14,000 miles showing in 1924 an excess 
of receipts over operating expenses; 

5. The funding of the Government’s debt to the United States and to all other 
countries 


The Constitution of Poland provides for a president, whose term of office is seven 
years, and a Senate and Diet, elected by general suffrage. It has an area of 
150,000 square miles, and a population in excess of 27,000,000, in which respect it is 
the fifth largest in continental Europe. The country is primarily agricultural, and is 
at present the chief producer in Europe of rye, the second in production of potatoes, 
third in barley and oats, and fourth in beet sugar. The textile industry in Poland is 
highly developed, as well as the oil, sugar refining, iron and steel, chemical and timber 
industries. Polish coal production is next in volume to that of Germany and France, 
and there exist important deposits of salt, iron, zinc and other minerals. 


FINANCES 


The external funded debt of Poland on December 31, 1924 amounted to $320,380,000 
and the internal debt to $26,441,000, a total of $346,821,000, or approximately $13 per 
capita. Of the above external debt, all but approximately $50,000,000 consists of debts to 
foreign governments contracted since the war for reconstruction purposes. Under the 
Treaty of Versailles, Poland will eventually assume certain obligations, the amount of 
which is not yet determined, in connection with former German and Austrian territory 
allotted to her. As against the above debt, Government-owned properties, including 
railroads, forests, tobacco factories, mineral and oil lands, refineries, salt mines and 
other assets were valued on May 1, 1924 at approximately $1,260,000,000. The Gov- 
ernment purposes that the entire proceeds of this loan are to be expended solely for 
constructive and productive purposes. 


SECURITY 


These bonds are a direct obligation of the Republic of Poland, and the authorized 
issue, limited to $50,000,000 of which $35,000,000 is :to be presently outstanding, is 
specifically secured by the revenue derived by the Government from the Sugar Tax, 
amounting in 1924 to $10,422,000, and by the gross receipts of the Government railroads. 
Receipts from the Sugar Tax will be deposited as received in the Bank of Poland to be 
employed in meeting tthe interest and sinking fund requirements of this issue. The 
Government covenants that if the annual proceeds of this Tax shall in any year fall 
below $10,000,000, other revenues will be added to the amount so deposited to make 
up that sum. So long as any of the bonds of this issue are outstanding the Govern- 
ment covenants that it will not subject the receipts from the Sugar Tax, or the gross 
revenues of the railroads, to any charge which is not specifically subordinated to the 
lien of these bonds. 

In point of railroad mileage, Poland is next in importance in continental Europe 
to Germany and France. The Government system, acquired under treaties concluded after 
the war, is approximately 14,000 miles in length, and has an estimated value, including 
rolling stock, in excess of $800,000,000. The lines are free from mortgage debt, with 
the exception of liens now outstanding on certain sections amounting to approximately 
$10,000,000. In 1924 the total revenue of the railroads was $159,225,000, of which 
$146,680,000 were receipts derived from operations, and the balance from Government 
and other credits. Operating expenses were $141,855,000, and the outlay for capital 
investment was $17,370,000.” 

(All above conversions are at 19,3 cents per Zloty) 
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$7,500,000 
STATE LOAN OF THE KINGDOM OF HUNGARY 1924 
714% SINKING Funp GoLtp Bonps 
Dated August 1, 1924 Due February 1, 1944 


Interest payable February 1 and August 1. Principal and interest payable 
in New York at the office of Speyer & Co., in United States Gold Coin of present 
standard of weight and fineness, without deduction for any Hungarian taxes, 
present or future. Coupon Bonds in denominations of $1,000, $500 and $100. 


Not subject to redemption before February 1, 1934, except for Sinking Fund 


Redeemable at any time on and after that date, at the option of the Govern- 
ment, with the consent of the Trustees, as a whole (but not in part except for 
Sinking Fund), upon not less than six months’ notice, at par and accrued 
interest. 


Cumulative Annual Sinking Fund, beginning February 2, 1925, sufficient to 
redeem the entire issue at or before maturity, to be applied to redemption of 
Bonds through purchase in the market, if obtainable at less than par and ac- 
crued interest, or, if not so obtainable, through annual drawings by lot at par 
and accrued interest. 


These Bonds and £7,902,700 Sterling Bonds to be offered simultaneously in London 
by Messrs. Baring Brothers & Co., Ltd., N. M. Rothchild & Sons and J. Henry Schroder 
& Co., are part of an International Loan to be issued also in Czechoslovakia, Holland, 
Italy, Sweden, Switzerland, Hungary and other countries, in various currencies, for 
amounts sufficient to yield to the Government in the aggregate an effective sum not 
exceeding the equivalent of 250,000,000 Hungarian Gold Crowns, or about $50,650,000. 


Guarantees established for the protection of the Bondholders. 


The following is a summary taken from a statement which has been approved by Hon. 
Jeremiah Smith, Jr., Commissioner-General of the League of Nations for Hungary and 
by Baron Frederick de Koranyi, Hungarian Minister of Finance: 


The Loan is issued pursuant to the Geneva Protocols, dated March 14, 1924, 
approved by the Council of the League of Nations and ratified by the Hungarian 
Government, for the purpose of effecting the financial and economic reconstruc- 
tion of Hungary in accordance with the plan of the Council of the League. This plan 
provides for the stabilization of the Hungarian currency and the balancing of the bud- 
get on a permanent basis through taxation by June 30, 1926. The execution of this 
plan is under the supervision of the Commissioner-General appointed by the Council 
of the League and responsible to it. Hon. Jeremiah Smith, Jr., of Boston, has been 
appointed to this office. The proceeds of the Loan will be placed under the control 
of the Commissioner-General and will be used to cover the excess of expenditures over 
revenues during this period of reconstruction. 

The Loan will be secured by a first charge on the gross revenues from the Customs, 
the Sugar Tax, and the Tobacco Monopoly, and the net revenue from the Salt Monopoly. 
The receipts from these revenues for the first four months of 1924 were at the rate 
of about 80,000,000 Gold Crowns (about $16,208,000) per annum, or over two and 
one-half times the annual requirements for interest and sinking fund payments on the 
Loan amounting to about $6,280,600. The Loan will be additionally secured, if required 
by the Commissioner-General (or by the Trustees for the Bondholders when no Com- 
missioner-General is functioning), by a first charge on any other revenues (except those 
of the State Railways) and assets of the Government. The security for this Loan 
will extend to any loan which the Government may issue to redeem on or after Febru- 
aed 1, 1934) oe Ses outstanding Palen of any issue forming part of this Loan, but no 
other lien on the above revenues and assets may be create i i riori 
pari passu with the lien of this Loan, 0 ee 

By agreements with the United States, Great Britain, and other nati i 
the obligations for Relief Bonds haye been subordinated to the lien of this reed 
all charges for Reparations, imposed under the Treaty of Peace, have likewise been 
subordinated by the Reparation Commission. 
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The revenues pledged will be paid, as collected, into a special account, controlled 
by the Commissioner-General and, when no Commissioner-General is functioning, by 
the Trustees for the Bondholders appointed by the Council of the League of Nations. 
Out of these funds there will be transferred to the Trustees, in accordance with the 
terms of the Loan, on the first of each month, one-twelfth of the annual requirements 
for interest and sinking fund. 

; A Reserve Fund in cash, sufficient to cover one-half of the annual interest and 
sinking fund requirements of the Loan, is to be kept on deposit with the Trustees to 
meet any deficiency in the service of the Loan. Any amount drawn from this fund 
is to be forthwith made good by the Hungarian Government. 

Control by the Commissioner-General will continue until the Council determines 
that financial stability is assured, but such control may be reestablished at any time 
while any part of the Loan is outstanding, if the balance of the budget or the security 
for the Loan is endangered. 


Great Britain, France, Italy, and the neighboring States of Rumania, Yugoslavia 
and Czechoslovakia, in'a Protocol signed March 14, 1924, joined with Hungary in solemn 
declaration to respect the political and economic independence, territorial integrity and 
sovereignty of Hungary, and the guarantees established for the protection of the 
bondholders. 

Hungary occupies an area of 35,911 square miles, with a population, according to 
the census of 1920, of 7,987,000; its area is approximately three times that of Belgium 
or Holland, and its population is greater. Budapest, the capital and principal city, with 
a population of 928,996, is a center of rail and inland water transportation, and is 
the leading flour milling city in Europe. The country is mainly agricultural; it is 
self-supporting as to food supply and rich in natural resources. 


$11,000,000 
GREEK GOVERNMENT 


Forty-YEAR 7% SeECURED Funp Goin Bonps 
Part of the Refugee Loan of 1924 
Authorized by the Council of the League of Nations 


Dated November 1, 1924 Due November 1, 1964 

Interest payable May 1 and November 1. Principal and interest payable in 
New York, at the office of Speyer & Co., in United States Gold Coin of the 
present standard of weight and fineness, without deduction for any Greek taxes, 
present or future. Coupon Bonds in denominations of $1,000 and $500. 

Sinking Fund: Cumulative Sinking Fund of %% per annum, sufficient to 
redeem the entire Loan at or before maturity. Additional Sinking Fund, 
equal to 75% of capital repayments referred to below, estimated to amount, 
after 1928, to about $2,800,000 per annum, of which amount about $500,000 
would be applicable to the American issue. Sinking Fund to be applied to 
redemption of Bonds through semi-annual drawings at par. 

Not subject to redemption before May 1, 1936, except by Sinking Fund 
operating by drawings at par. The Government reserves the right on that 
date, or on any interest date thereafter, to increase the Sinking Fund, or to 
pay off at par the whole Loan on giving three months’ previous notice. 


These Bonds are part of an International Loan (total authorized amount £12,300,000, 
equal at par of exchange to about $59,858,000), the balance of which, namely £7,500,000 
Sterling Bonds have been sold, through public subscription, in London by Hambros Bank 
Limited, and £2,500,000 Sterling Bonds are being offered in Athens by the National 
Bank of Greece. This Loan is issued pursuant to the Geneva Protocols, dated September 
29, 1923 and September 19, 1924, ratified by Acts of the Greek Parliament, dated June 
7 and October 24, 1924, and the Resolutions of the Council of the League of Nations, 
dated September 29, 1923 and September 19, 1924. 


Monsieur Demetrius Caclamanos, Envoy Extraordinary and Minister Plenipotentiary 
of Greece in Great Britain, has authorized the following statement in behalf of the 
Greek Government: 


468 APPENDIX D 


PURPOSE: The purpose of this Loan is to provide funds for establishing on 
the land or in industry Greeks who lived in Turkey and who, in accordance with 
the Treaty of Peace with that country, are transferred to Greece. The number so 
transferred is approximately 1,500,000. For this work a Refugee Settlement Com- 
mission has been established by the Greek Government with the approval of the Council 
of the League of Nations, which will have supervision over the operations of the 
Commission. It consists of two members appointed by the League, one of them an 
American citizen, who is to be Chairman, and two members appointed by the Greek 
Government with the approval of the League. Hon. Henry Morgenthau was the first 
Chairman and has been succeeded by Hon. Charles P. Howland of New York. 


The proceeds of the Loan, after repayment of advances amounting to about 
$16,450,000 from the Bank of England and the National Bank of Greece for the work 
of the Commission, will be placed at the disposal of the Commission and the Govern- 
ment has undertaken to transfer to it, free of charge, about 1,250,000 acres of land 
suitable for cultivation, houses, and urban real estate, the value of which is estimated 
at more than $48,000,000. The Commission plans to grant the lands to settlers on 
terms involving repayment in semi-annual instalments with interest over a period of 
not more than fifteen years and to make advances, from the funds at its disposal, 
for productive purposes on similar terms. 


SECURITY: The Loan will be the direct obligation of the Greek Government and 
will be secured by: 


(1) A first charge on revenues to be collected under the control 
of the International Financial Commission, the yield of which 
for the year 1925 is estimated (on the basis of receipts for the 
nine months ended September 30, 1924) at about........... $12,245,000 
The revenues so pledged are the receipts from monopolies 
(i.e., salt, matches, playing cards and cigarette paper), 
tobacco and stamp duties in the new territories of Greece, 
from the customs at Canea, Candia, Samos, Chios, Mytilene 
and Syra, and from the alcohol duty in the whole of Greece 
(the last named revenue is subject, however, to a contingent 
prior charge of about $400,000). 


(2) A charge upon the surplus of revenues heretofore assigned 
to the International Financial Commission over requirements 
for the service of the loans for which such revenues have been 
pledged. This surplus for the year 1925 is estimated (on 
the basis of the receipts for the first nine months of 1924) 
AtMabott, | Lei cee creme te ciate aes Coe tere eee eee $13,731,000 


Total abouts: i gnctenrses exci Poa Ue repeat: Earn $25,976,000 


The above revenues pledged for this Loan should equal about six times 
the annual interest and sinking fund requirements amounting (at par of 
exchange for Sterling) to about $4,475,000. 


(3) A first charge on the property and income of the Refugee Settlement 
Commission. It is estimated that the value of the property and assets 
of the Commission after the proceeds of this Loan have been applied as 
planned will be approximately $94,000,000 and that, taking a period for 
repayment of fifteen years, the receipts from repayments for lands sold, 
moneys advanced and rents, should, on an equal annual instalment basis, 
amount after 1928 to not less than $4,700,000 per annum or more than the 
annual requirements for the service of the Loan. Approximately four- 
fifths of this amount, it is estimated, will be repayments of capital, 75% 
of which, or over $2,800,000 are to be applied as an additional sinking fund 
for redemption of Bonds of this Loan. 


The International Financial Commission referred to above was formed in 1898 
to control the collection of, and to administer the revenues assigned to the service of 
Greek Government Loans. The members of the Commission are representatives of the 
Governments of Great Britain, France and Italy. It has accepted irrevocably the order 
of the Greek Government to retain from the revenues pledged for this Loan the amounts 
required for payment of interest and sinking fund. 

Since 1898, during which time the country has passed through two Balkan wars 


and the great European war, Greece has consistently maintained payments due under 
the obligations of her external debt. 


GENERAL: Greece occupies an area of approximately 33,000 square miles. The 
population _is estimated at 7,000,000, of which about two-fifths is in the new territories 
added to Greece since 1913. In area the country is about as large as Austria, and it is 
about three times as large as Belgium and Holland. The population is greater than 
that of Austria and it is about the same as that of Belgium or Holland. The country 
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is mainly agricultural. Industry has made considerable progress, The merchant marine 
of Greece amounts to about 900,000 tons. The country benefits materially by remittances 
from emigrants, a large part of which is from the United States. 


Except as otherwise stated, the dollar amounts shown above have been converted at 
the rate of 250 Drachme per Pound Sterling and $4.70 per Pound Sterling. 
Sa i er Be Aisa as ire ate ke a ae aera 


Questions 
I. Point out the significance of each item of information. 
2. Has any important factor of national credit been omitted? 
3. Is there any legal means of enforcing the special liens given the 
the bondholders ? 
4. Compare or contrast the relative investment merits of the three 
issues. 


CHAPTER XVI—UNITED STATES GOVERNMENT Bonpbs 


Questions 

On the basis of the description of the various United States Government 
Loans described on pages 195 ct seg. point out the investment advantages 
or disadvantages of each with respect to the following features: 


1. Tax exemption. 

2. Maturity. 

3. Redemption privileges before maturity. 

4. Investment yield (based on current quotations). 

5. Eligibility as collateral for rediscount at the Federal Reserve Banks. 


CHAPTER XVII—StTATE Bonps 
Problems 
On the basis of the following circulars and other available information, 
contrast the investment merits of the bonds of the states of North Dakota 
and of North Carolina. 


$1,000,000 
STATE OF NORTH DAKOTA 
514% Gotp Bonps 
Dated April 1, 1923 Due Serially as shown below 


Principal and semi-annual interest (January and July ist) payable at the 
National City Bank, New York City. Coupon Bonds Denomination 
$1,000 each. Exchangeable for registered bonds as to principal 
or as to both principal and interest. 

LEGAL INVESTMENT FOR SAVINGS BANKS AND TRUST FUNDS IN 
NEW YORK, NEW JERSEY, CONNECTICUT, RHODE ISLAND, VERMONT 


MINNESOTA AND OTHER STATES 
FINANCIAL STATEMENT OF THE STATE 


FASSESSedmValilations O22 cian ere aan et Nene eee $1,308,490,421 
Total Bonded Debt, including this issue............. 14,802,000* 
RSShel ebitea aa thee <p 5 Gascnceies Se eae ecen ole cao suru $462,808 

ete BOndedi eben amit era fics cn iinet tare. <a arye mn alayas 14,339,192 


Population (1920 Census) 645,872 
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*Of the above bonded debt, $10,100,000 consists of Real Estate Series Bonds 
secured by assignment of an equal amount of first farm mortgages 
which are held in trust by the state to secure their payment. 


These bonds are a direct obligation of the State of North Dakota, for which the 
full faith, credit, resources and taxing power of the state are pledged for payment of 
principal and interest. In addition the bonds are secured dollar for dollar by deposit 
of first mortgage loans on improved farms (for not more than one-half the value of 
the security) which are assigned to the state treasurer in trust. Although the law 
provides a direct unlimited tax for the payment of these securities, a sinking fund is 
also automatically established through payment of interest and amortized principal on 
underlying mortgages which will be sufficient to retire the bonds at maturity. 


_These bonds were issued by the State of North Dakota for the purpose of providing 
additional credit to her farmers under a plan similar to that of rural credit laws in 
other states and to the plan in operation under the Federal Farm Loan Act. The 
validity of the law under which these bonds were issued and the conditions of their 
issuance has been approved by decisions of the supreme court of North Dakota. 

MatTuriTiIEes 
$300,000 January 1, 1934 $200,000 January 1, 1939 $500,000 Janury 1, 1949 
Price, Any Maturity, to Yield 5% 


LEGALITY APPROVED BY MESSRS. WOOD & OAKLEY, ATTORNEYS, CHICAGO, ILL. 


$1,000,000 
STATE OF NORTH CAROLINA 


5.957% Coupon Nores 
Due October 1, 1923 


Callable at any time after one year from date of issue, at 1or and interest, 
on thirty days’ notice. 


Principal and semi-annual interest (April 1 and October 1) payable at the First National 
Bank of New York. Denominations, $1,000, $5,000, $10,000, $25,000 and $50,000 


Legal Investment for Savings Banks and Trust Funds in New York State. 
Eligible to Secure Postal Savings Deposits at their Market Value 
not more than Par. 


FINANCIAL STATEMENT 


wssessed Valuation, r1oz0ncs. oe eee eee $2,500,000,000 
Norn caste jeveyers ,000, 
Unda: oaxbate sa icheye eee ete aie 26,450,000 


Population, 1920 census, 2,556,000 


Debt is approximately 1% of the Assessed Valuation 


Legal Opinion of John C. Thomson, Esq., New York 


Price—1o015 and interest to yield about 5% 
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CHAPTER XIX-XX—MunlicIpaL Bonps 
Problems 


Apply the tests of Municipal Bonds as given in Chapters XIX and XX 
to the issues described below. 


$250,000 
CITY OF SEATTLE, WASHINGTON 


5% GENERAL OBLIGATION Bonps 
Dated December 1, 1923 Due Serially as shown below 
Principal and semi-annual interest (June and December 1) payable at the fiscal agency 
of the State of Washington in New York City. (Equitable Trust Co. of New York.) 


Coupon bonds of the denomination of $1,000 each, with privilege of registra- 
tion as to principal only or as to both principal and interest. 


LEGAL INVESTMENT FOR SAVINGS BANKS AND TRUST FUNDS IN NEW YORK, 
NEW JERSEY, MAINE, VERMONT AND MASSACHUSETTS 


FINANCIAL STATEMENT 


Valuation of Taxable Property for 1923 as determined by Assessor... $478,565,744.00 
Assessed Valuation of Taxable Property for 1923 (50% of above).... 239,282,872.00 
PRORATED oe Tuer Paces teen Mewar ase. e ves whats Siete Hin es, Atay meanest 61,678,896.13 
DEDUCTIONS: 
Utility Bonds payable solely from revenues of Public 
Wieditresmer tiie mina Mots y on iit Set inerahans rents $32,984,500.00 
Special Assessment Bonds payable solely from special 
AGE SSIIC EL Sta teu s claleie ie Uwe eink ta sa icals sno sve Dawid Osa 11,615,996.13 44,600,496.13 
GENERAL OBLIGATION Dest (payable from taxes on all taxable 
DEODCECY,) erat iste Ge yadchete oTeeety Swale a) axnlaliel neue Rue eis w wae eens MeN She $ 17,078,400.00 
Less: 
General obligation Water Debt...................05 $ 2,379,376.80 
General obligation Sinking Fund.................. 135,025.22 2,514,400.02 
Net GENERAL OsiicaTion Dest (less than 3.05% of valuation taxable 
PSN) coopeoeponges 0, sonfOM Od DENRA AS EAN GOR Ooi Meee eer $ 14,563,997.98 
Poptlationy(o20) Census) 23.52 0. 4- sees 315,562 


These bonds issued for General Improvements, are a direct and general obligation 
of the entire City of Seattle, and are payable from unlimited taxes on all taxable 
property therein. 


Tue City or SEATTLE, Washington, due to its location in that section of the 
United States which is rich in basic resources, and the unusual shipping facilities both 
by rail and water which the City commands, makes it one of the chief commercial and 
shipping centers of the Pacific States. 


———— re (SSS SS SS Se 


Free from the Federal Income Tax 
$1,000,000 
STATE OF FLORIDA 
EverGLADES DRAINAGE DrstRIict 6% Bonps 


Dated January 1, 1921. Denomination $1,000. Principal and semi-annual 
interest, January 1st and July ist, payable in gold at the Office of the State 
Treasurer or at the State Fiscal Agency in New York City at option of holder. 
Callable at any interest paying period on sixty days’ notice at 102 and interest. 
Bonds can be registered with the State Treasurer both as to principal and 
interest. 


472 APPENDIX D 


MATURITIES 


July 1, 1925 to July 1, 1940 
FINANCIAL STATEMENT, STATE OF FLORIDA 


Assessed Valuation, 1920..... asogn ae Be Shunne Taco Oonso gor: $409,588,938 
Bonded Debt, exclusive of Drainage District Bonds 65,5 os -nccare None 
Population (1920 Census)........- aie 968,470 


The State of Florida is obligated by law to pay the annual drainage taxes ex- 
pressly levied on all lands owned by the State of Florida within this District and 
in case the drainage taxes on any other lands in the District are not paid, the title 
thereto automatically becomes vested in the State of Florida in the absence of other 
bidders at delinquent tax sale and the State is thereafter obligated to pay the drainage 
taxes on these lands the same as on all other lands owned by the State within said 
District so that in effect the State of Florida guarantees the payment of all drainage 
taxes, and the bonds payable from said taxes. 


The State of Florida owns approximately 1,250,000 acres of land within this 
District valued at over $40,000,000 upon which drainage taxes are expressly levied 
under the Statute authorizing these bonds. The District embraces 4,927,759 acres 
in Southern Florida, including over 90% of the three important Counties of Palm 
Beach, Dade and Broward and a large portion of the five Counties of Monroe, Lee, 
De Soto, Okeechobee and St. Lucie. The total amount of Everglades District bonds 
outstanding, including this issue, is $5,400,000. These bonds are not only an indirect 
obligation of the State of Florida, but are also a direct and general obligation of said 
District. 

These bonds are signed by the Governor, State Treasurer, State Comptroller, 
Attorney General, and Commissioner of Agriculture. The management and control 
of said District are vested in these State Officials as the Board of Commissioners of 
Everglades Drainage District. 

These bonds have been validated by the Supreme Court of Florida. Each 

bond has endorsed thereon the approving opinion of the Attorney General of 

Florida which under the law makes these bonds incontestable for any reason 

except on the ground of forgery. 

These bonds are receivable by the State Treasurer to secure State Deposits 

Legality approved by John C. Thomson, Esq., New York City 


Price ror and Interest 


$1,160,000 
CITY OF CLEVELAND, OHIO 


434% IMPROVEMENT Bonps 
Dated April 1 and June 1, 1924 Due October and December 1, as shown below 


Principal and semi-annual interest (June 1 and December 1 and April 1 and 
October 1) payable at the American Exchange National Bank, New York City. 
Coupon bonds in denominations of $1,000 which may be exchanged for bonds 
registered as to principal and interest. ‘ 


Exempt from Federal Income Taxes 
Legal investment for Savings Banks in New York, 
Massachusetts and Connecticut 


FINANCIAL STATEMENT 
(Officially Reported) 


Assessed, sWaltationye gos sme ie ea eee ene 86 
Total bonded debt including this issue............. Sen i Za Poe Sede 
Less. Water? Debtaesan.s- ea) oe eee $29,700,808 ; ‘ 


Sinking Fund 
Net bonded Debt 


LOA oat a tee 15,516,118 
TWiiah keacrere csreteh eS racy Nee ee cae En 72,117,102 
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These bonds issued for sewers, paving and the elimination of grade crossings constitute 
a direct obligation of the City of Cleveland and in accordance with the laws and Con- 
stitution of the State of Ohio the faith and credit of the City are pledged for the 
payment of both principal and interest when due. 


AMOUNTS AND MAaruRITIES 
$460,000 Grade Crossing Bonds 


Dated April 1, 1924 
Due $18,000 on October 1, each year 1930-1944 inclusive 
Due $19,000 on October 1, each year 1945-1954 inclusive 


$300,000 Paving Bonds $400,000 Sewer Bonds 
Dated June 1, 1924 Dated June 1, 1924 
Due $50,000 on December 1, each year Dye $20,000 on December 1, each year 
1929-34 inclusive 1930-49 inclusive 


To Yield 4.10% 
Legality of this issue to be approved by Messrs. Squire, Sanders & Dempsey 


CHAPTER XXIJ—CorpPorATION FINANCIAL STATEMENTS 
Problem I 


What criticisms would you make in reference to the following income 
and profit and loss statement? 


THE AMERICAN SUGAR REFINING COMPANY 


and Its Domestic Constituent Companies 


Income and Profit and Loss Statement for Year 1924 


HCH MIE a trOmM ITY EStIMIOHES is eiencie eke ctie iere Siren aie nian odovere oti sielcre awn ayeees, soak ke $ 2,593,049.45 
IER CELES Leese meteors Mare cool Ae on eatnsee «PIM os AlaaNe. Severe wie via a Ae tout ames 1,644,615.09 
Saleeore limyestmentS—AGAlty, cisscisty cisco s¥oee +icts ichbioic’s olale aierels ele Rigiew erin 8,209,380.23 
PCURIStINE Nt, tn bax IR CSCEVE mh aich 8a 6 choles Gos, cievetotvtel tere | Acne sider siete pratete ee cherent 1,000,000.00 
$135447,044.77 
CO peratiOnmelvOss metre a ce ae avai = 1S oeba Shariati otal cole rayne $ 327,637.38 
Westerest Otte PD ONGS Meperayeerere nets toe sede lat aesvoi'e, sfovors oueysyaho ol ehehee 4 1,800,000.00 
Dividends declared during year 1924...........0.-4.0% 3,149,986.00 
a 5,277,623.38 
MAlaANCePAGGEUIILO MS ULDIUIS. fa a arccsde i sraie anys pis mieh slates abouts Bes, oknuey bee ove es $ 8,169,421.39 


Balasice qe LD) CCOMDeteS km LO2 Bisons tes al easel hide morceau isco ecu ahsiy atenais $ 8,066,239.16 
Added to Surplus December 31, 1924, as per Income and Profit and 

Hepa sar Statement, fae sects atte Mayers vse pie vic Ala Wieqdiove Cove Wasiaeudle. Uieversrearn eye 8,169,421.39 
Balance weDECeMPCr ass LOLA oo caters c1etrevare s)eieia(olieselalsie tke s*,6hreefalhnievare sa $16,235,660.55 


Sundry Reserves, December 31, 1924 


Balance — December 3, 8102350 arin cia nals mevccserere ise iielie aielesoataray sue abel aie $22,222,945.59 
Deduct—Loss in 1924 on 1920 Contracts.............. $1,232,709.49 
Adjustment of Accounts Receivable.................. 180,287.08 

Sa ae 1,412,996.57 


Balance, December. 31, 1924....+:+s:0++0% Fe) ONE IOL RRO AO Oe OED $20,809,949.02 
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Problem II 


The following is Profit and Loss (Surplus) Adjustment statement of a 
large public utility holding company. 


LN EET. eee 


CORPORATE SURPLUS— 3 


¥.. Balances December 335 1923.5 iets acie este remeron: 26 $9,004,826.08 
z. Adjustment of Surplus Account of companies 
merged: diwting. year aero. salon brtem riers 26,588.07 
3. Net income year ending December So 
31, 1924, from statement of com- ¥ $8,978,238.08 
bined results of operations....... $8,013,118.23 
4. Addition to surplus 
from intercompany 
sale of Public Serv- 
ice Newark Termi- 
nal Building and 
real estate adjacent 
thereto2)9 eats $2,432,898.55 
Deduction from sur- 
plus for expense 
of financial reor- 
ganizations wien sa 1,710,512.15 
___ 722,386.40 


a $8,735,504.63 
5. Less dividends _ on 
Cumulative Pre- 
ferred Stock of 
Public Service 
Corporation of 

New Jersey: 

8% Cumulative 

Preferred Stock $1,720,688.00 
7% Cumulative 

Preferred Stock 709,358.11 


2,430,046.11 


oy $6,305,458.52 
6. Dividends on Common Stock of Pub- 


lic Service Corporation of New 
JOLSCY > acres See are acon ra Pons 2,959,329.99 


hed en ae ee $3,346,128.53 
7. Dividends to minority interest on 


stock of operating subsidiaries... . 1,278.25 
a 


Balance December 31, 1924)...4. se een 12,323,c88.20 


$438,463,031.60 


Questions 


1. On what basis would you criticize the addition of item 4 to surplus? 
2. Does the statement. indicate that the dividends were earned in 1924? 


3. What readjustments would you make to show the actual earnings and 
charges against same for the year? 


CHAPTER XXII—TwHe BaLance SHEET 
Problem 


Contrast the following two balance sheets of large automobile com- 


panies, working out the following features: (1) Valuation of assets ; 
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(2) intangible assets; (3) net working capital; (4) equity of preferred 
and common stocks. 


Dopcr Brotuers, Inc. 


GENERAL BALANCE SHEET AS OF APRIL I, 1925 
eGeVG37ck<=—=e63e0O00°0°—0 000000, 


ASSETS 
Current ASSETS: 
Gas het ce ere Oe ra ee erie or se sce ee Kee $13,621,440.40 
WER SSECUTITICS sei seeten gale rn ois x actin dont ee 10,833,664.21 
Municipal bonds and commercial paper........... 1,995,295.80 $ 26,150,300.41 
Other marketablessecunities. 4.4 « cc cs oie ations petececs 103,620.00 
PNCCOUNESMINECELYVAD EME eee ine iran Seis cess attes 10,153,923.15 
haventonies mene Eee mires oh es eins Gamers 16,014,477.52 
MLS bath Meee Nee eee cates oat aie pie ie oot hated tieraieie ae $ 52,422,321.08 
OTHER ASSETS AND INVESTMENTS: 
Secured Notes Receivable due 1930.............. I,150,000.00 
andContracts: -Recetwablew masts aan lee oe hele 1,067,053.99 
Investment in subsidiaries including accrued 
SUMPIUS sos ceusre vienna eles eo ocbenvepoeicleirel « site aler 412,733.35 
PROPERTY: 
Land as appraised by Mr. Edward I. Stimson.... $ 9,265,661.05 
Land Improvements at cost less depreciation...... 162,148.72 
Buildings, Machinery and Equipment, etc., as ap- 
praised by Manufacturers’ Appraisal Co...... 38,191,877.47 47,619,687.24 
Prepaid einsurance we remiUwmis. gee. 2-5: ois geivihra ance saves esate 94,697.72 
Go RA ennai lis ey el ate) < tahiohe oe auaunsoevavey severe eureue Eeuste 1.06 
PRO al ere tcc notcere rie wane eee tern cen ciate $102,766,494.38 
LIABILITIES 
Current LIABILITIES: 
Accounts Payable and Sundry Accruals.......... $ 14,241,074.00 
Dealers deposits isn e pete. capo. dus Sue eh ir eser a manaeas laud 591,410.47 
Remainder of 1924 Federal Income Taxes........ 1,832,508.43 
4 We) 2 ae Sacer OMe OER EON Re ech aas E $ 16,664,992.90 
RESERVES: 
ORIN OE ETS HO VI ick DOS A UL D RRR O SEMEN Dei Mesocic $ 4,575,796.35 
Federal Income Tax Three Months 1925......... 867,023.35 5,442,819.70 
Funpep Desert: 
6% Sinking Fund Gold Debentures............... 75,000,000,00 


CapitaL STOCK AND SURPLUS: 
Preference Stock no par value; $7.00 per annum 


cumulative; Issued 850,000 shares........... 850,000.00 
Common stock Class A no par value; Issued 
EF OO OOO MMSUALCS! | erie lay oeemicie omens atttaats) 150,000.00 


Additional 1,035,000 shares authorized for 
conversion of 6% Sinking Fund Gold De- 


bentures 
Common stock Class A no par value; Issued 
EOD VO) EMEV CEL sane moquomaueabaoo noe ou Moen 50,000.00 
CHa USED? «ond Goomos cow doupomues Ob ga DO uD 4,608,681.78 


AOL La eA cc rctomt mies HonICols ss Winkits $102,766,494.38 
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CHAPTER XXIII-XXV—RalILroAp SECURITIES 
Problem I 


Designate, in accordance with the description of railroad bonds in these 
chapters, the kind and class of railroad security listed below: 


Due 
NtChisonsmbopekamecsSatitaube Genlas meena eens 1995 
Norfolk’ &. Western: consolidated 48 ...4.c5.0scesesse000: 1996 
Union Pacific 1st Mtg. and Land Grant 4s .............- 1947 
AtlanticnGoastpleinemconsOlnas mace tee oer eee 1952 
New York Central (Mich. Central) Collateral trust 314..1998 
Chicago, Burlington. Outicy. llinois 4s. ne. eee 1949 
Louisville & Nashville unified mortgage 4s ....... PTS 1940 
Southernmeacincmteruncding 4s a nen erreur Vern. acer 1955 

Problem II 


The following is a descriptive circular of the New York, Chicago & St. 
Louis (Nickel Plate) 6% Preferred Stock. 


THE NEW YORK, CHICAGO AND ST. LOUIS RAILROAD 
COMPANY 


(“Nickel Plate” System) 


CUMULATIVE PREFERRED STOCK, 6% SERIES A 


Cumulative Preferred Stock authorized, $45,880,000. Cumulative Preferred 
Stock issued, 6% Series A, $32,720,000, of which approximately $25,865,666 
is to be outstanding upon completion of exchanges of stock under plan of con- 
solidation and approximately $6,854,334 is to be treasury stock. (The balance 
of the authorized Cumulative Preferred Stock may be issued in Series A, or 
in any other series with such dividend rates (not exceeding 8% per annuin) 
and redeemable at such premiums (but at not to exceed 115%) as determined by 
the Directors at time of issuance). Par value of shares, $100. Preferred as 
to dividends and assets and entitled to payment at par and accrued dividends 
in case of involuntary dissolution and at the redemption price in case of volun- 
tary dissolution. Cumulative dividends payable quarterly January, April, July 
and October 1. Series A Stock is redeemable after 3 years from the date of 
issue, as a whole or in amounts of not less than $1,000,000, on any dividend date 
on 60 days’ notice at 110% and accrued dividends. 


Dividends Exempt from the Present Normal Federal Income Tax 
Exempt from the Pennsylvania Four Mill Tax 


TRANSFER AGENT: REGISTRAR: 
Guaranty Trust Company or New York Bankers Trust Company, NEw York 
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The accompanying letter from Mr. J. J. Bernet, President of the Company, 
is summarized by him as follows: 


The Company, known as the “Nickel 
Plate,’ is a consolidation of The New 
York, Chicago and St. Louis Railroad 
Company, Toledo, St. Louis and Western 
Railroad Company, The Lake Erie and 
Western Railroad Company, and two sub- 
sidiaries, effected April 11, 1923. The con- 
solidated system comprises 1,696 miles of 
coad, extending from Buffalo to connec- 
tions with the principal western and south- 
western roads at Chicago, Peoria. and St. 
Louis, and also reaching Indianapolis, 
Toledo and other important cities in the 
middle west. y 

The Company owns half the capital 
stock of the Detroit & Toledo Shore Line 
Railroad Company, connecting Toledo 
with Detroit, and a substantial interest 
in the common stock of the Chesapeake 


& Ohio Railway Company, with which 

mutually advantangeous traffic arrange- 

ments have been effected. 
CAPITALIZATION 


The Company has. outstanding $82,- 
976,000 funded debt, and upon comple- 
tion of the exchanges of stock under the 
plan of consolidation will have outstand- 
ing approximately $25,865,666 Cumula- 
tive Preferred Stock and approximately 
$30,405,964 common stock. Funded debt 
constitutes less than 60% of the total 
capitalization. 


PROVISIONS OF ISSUE 


No stock having preference as to divi- 
dends or assets over the Cumulative Pre- 
ferred Stock may be created without the 
consent of the holders of two-thirds of 
the Preferred Stock then outstanding, and 
at no time may the total amount of stock 
having preference as to dividends or as- 
sets over the common stock exceed 60% 
of the total capital stock then outstanding. 

Except with respect to creation of prior 
stock, holders of Cumulative Preferred 
Stock are not entitled to voting powers, 
but if four quarterly dividends upon the 
Stock shall be in arrears, or if a con- 
tinuous period of two years shall have 
elapsed during the course of which the 
Company shall at no time have fully paid 
up all dividends due on the Stock, holders 
shall be entitled to elect three Directors 
unl all dividends due shall have been 
paid. 


FINANCIAL 


The combined revenues and income of 
the consolidated companies have been as 
follows: 


Year Net 

Ended Income 
Decem- Operating Gross After 
ber 31 Revenues Income Charges 
1916.. $28,751,099 $6,696,418 $4,058,917 
I917.. 32,065,664 5,141,997 2,254,255 
1918.. 40,306,413” 4,579,246 1,585,194 
1gIQ.. 41,518,661* 6,151,505 2,885,188 
1920.. 52,385,412" 7,242,276 3,710,920 
1g2l.. 455547;039 75137392 3,724,058 
1922.. 50,948,424 8,853,609 5,339,963 
Eight months ended 
August 31, 1923 

38,581,612 8,525,316 5,921,292 


* Properties operated by U. S. R. R. 
Administration from January 1, 1918 to 
February 29, 1920. 

The results of the lines under separate 
operation do not fully indicate the pres- 
ent earning capacity or future possibilities 
of the consolidated system under unified 
operation. Nevertheless, net income for 
the seven years ended December 31, 1922, 
averaged $3,365,499 per annum, or over 
twice the annual dividend requirement of 
$25,865,666 Cumulative Preferred Stock. 
In 1922 net income amounted to over 3.4 
times, and for the eight months ended 
August 31, 1923, was at the rate of over 
5% times, such dividend requirement. 

Dividends at the rate of 6% per annum 
are being paid on the Company’s common 
stock. 


GENERAL 


The management which has operated 
the Nickel Plate since 1916 has also 
supervised the operation of the other 
lines comprised in the consolidated sys- 
tem since early in 1922, and the benefits 
of co-operation and unified management 
are reflected in the increase in both gross 
and net earnings during 1922 and the 
current year. The formal consolidation 
recently effected makes possible further 
economies in administration and opera- 
tion and enables the consolidated lines 
to give improved service to the public. 


$$ eee 


Questions 


1. Would you consider this an investment stock on the basis of the in- 


formation? 


2. What other data would you require as a basis for your judgment? 
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3. With what other railroad preferred stocks would you compare it? 

4. Do you regard the dividend record and the past earnings as sufficient 
to assure a permanent return in the future? 

5. Give reasons with your answers. 


Problem III 


The following table contains a comparative statement of operating sta- 
tistics of Western transcontinental trunk line railroad systems. 


COMPARISONS OF OPERATING STATISTICS I9I6, 1922 AND 1923 


Tons per Tons per Freight Car 
Loaded Car Train Fassises Miles per 
(a) (a) P D Car Day 
; I916 20.0 468 65 32* 
Atchison, Topeka and Santa Fe; 1922 21.5 582 66 33.0 
1923 ote 3 588 69 37.0 
: I916 23,0 5904 58 36* 
Southern Pacific se. 665.< sec ceecs {i522 23.0 663 74 36.6 
1923 2259) 661 76 41.9 
. : I916 22.7 605 48 61* 
MO MEP ACCS aie ietier ets e% ere. d isons 1922 22.3 642 61 (6) Fare} 
1923 DO 640 66 62.8 
; 1916 23.6 717 56 30* 
Northern Pacifie. . i. ...<6. 1922 25.25 681 49 25.9 
1923 25.99 725 49 30.5 
TOL" tiaras Nae 50.6 24* 
Greate Northerner seein. 1922 28.5 781 40.1 22.9 
1923 28.9 814 39.6 26.9 


* Approximate. : 
(a) Includes revenue and company freight. 


Questions 


1. Which of the five systems shows the greatest progress in economical 
operation based on the results shown in the table? 

2. Which statistical item is the best index of economy? 

3. What geographical, physical and traffic differences would affect the 
validity of the above statistical comparisons ? 


Problem IV 


On the basis of the following table, point out the progress in efficiency 
and economy of operation made by the Missouri Pacific. 
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Missouri PAcIFIC 


CoMPARISON OF SELECTED OPERATING STATISTICS, 1920 TO 1923 


Year | Year | Year | Year 


Unit 1920 1921 1922 1923 
‘Rreighticarsmpempraitin: sre neste rie een ici eerie Bars 35.2 35.2 37.0 
(GrOSS:COMS Ete UL Albers: ay oes sats oa) ai'ska) spat elinars este ne ete 313082350") 15330 herego2 
INGt Cons pen trains ot nus.: sic.s\ 5dieiesteeaeiet Doreen 640 587 616 633 
Net tonssper loaded Carian. eaaseiirere ie =: olecranon eee 27k 25.9 25-3 25.5 
Train speed—miles per train hour...............-.2005- II.0 12.4 LLAT Tie 
Net ton-miles per trata HOUT yest te eee 7.025: || 74248. || 7205.) 7 03E 
Tob. coal per -T,000%gr. ton Tiler ey natin eee recta eames 184 180 164 162 
INettonimiles ‘per Car: daVircenaacveivete soisnsir eee erarenanel 453 399 390 468 
Cacimiles-per' dayiccticrso mei ccesasre : buciene na. Weneums are eR teperctioys 22.8 ans 21.7 20.6 
Locomotive miles:per loco, day?) sanantu-ta-7 aarti 73.0 65.7 S727 63.2 
Rex cent freight cars tinserviceableus «1 ulster neem cre 4-4 8.4 9.4 8.3 
Per cent freight locos. unserviceable .................2:- 26.9 30.8 31.8 32.9 


Problem V—Analysis of Balance Sheet 


ATCHISON, TOPEKA & SANTA FE RAILwAy SYSTEM 


COMPARISON OF BALANCE SHEETS 


ASSETS 
Dec. 31, 1923 June 30, 1916 Increase 
Investment in Road and Equipment...| *$874,527,000 | $686,627,000 $187,900,000 
Investment in Stocks and Bonds of Affil- 
iated Companies and other Invest- 
INETICS craeee resists Mann obnoh career **31,015,000 28,850,000 2,165,000 
Materials and Supplies.............. 32,520,000 16,926,000 15,594,000 
TotaluInvested Assetss.n-5 geen oes $938 ,062,000 | $732, 403,000 $205,659,000 
Current Assets: | ; 
Cash and Special Deposits......... $28,075,000 $43,609,000 | Dec. $15,624,000 
U.S. Government Securities........ SEV ATSOOOUIL ce nts eee 31,473,000 
Other Current Assets. 9) 4.500. cee 14,936,000 7,768,000 7,168,000 
Total CurrentsAssets.- 4.0.0. 03. $74,484,000 $51,467,000 |. $23,017,000 
Deferred Assets and Unadjusted Debts 4,321,000 3,452,000 869,000 
SCORAL MASSE TS occ cies, fear $1,016,867,000 | $787,322,000 $229,545,000 


* Equipment $216,407,000 in 1923. Not segregated in 1916. 
** Includes miscellaneous physical property of $4,979,000. Not segregated in 1916, 


LIABILITIES 


Sa mmeememmemmemeeemmeememmmememmmmenssssemeeemeeeeeeee 


Dec. 31, 1923 June 30, 1916 Increase 
CapitaliStocks anit scien en $356,592,000 | $338, 486,000 $18,106,000 
BundediDebtumenaacs). - SEW TOD OS Geto 275,959,000 301,552,000 | Dec. 25,593,000 
Coren vel ota including tax accruals 46,246,000 20,782,000 25,464,000 
ccrued Depreciation—equipment.... 76,016,000 28,603,000 : ; 
Deferred Tiabilities and Unadjusted : BE a 
Creditslita sure gemisverce siete fice Aas 9,163,000 4,640,000 4,523,000 
SUNpPlus eran ps terete els aics aeaeeerce 252,891,000 93,259,000 159,632,000 
TOTAL MILIABIEITIES ae 4 1c exes sucare $1,016,867,000 | $787,322,000 $229,545, 000 
Current>Asset Ration cemarenaniecs sacs I.6-1 2.5-1 


——— a 
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Questions 


On the basis of the above comparative balance sheets point out: 
1. Items which show improvement in financial condition. 
2. The net capitalization at each period. 
3. The changes in the capital structure (style of capitalization). 
4. The significance, if any, of the decline in the current asset ratio in 
1923 aS compared with ro16. 
5. The probability or improbability of additional financing. 


Problem VI—Analysis of the Investment Merits of a Railroad Bond. 


The following is a description of a railroad mortgage bond excerpted 
from the Fitch Bond Service. 


$20,000,000 
SOUTHERN RAILWAY CO. 
Dev. and Gen. 6s. Due Apr. 1, 1956. 


_ Dated April 18, 1906. Interest payable April 1 and October 1 at J. P. 
Morgan & Co., New York. 


Tax Status—2% Federal Income Tax paid by the company without 


deduction. 
Authorized $200,000,000 
Outstanding (Nov. 12, 1923) 
BS yaa Rieter he ens RESIST T S cisieta CiNwaern $61,333,000 
ROTA Stats. rics ie dee isc helio en 30,000,000 
MOSIe aranehee te ciicia tay nie eso st eee dace wine 20,000,000 


II1,333,000 


*Carry supplemental coupons for 214% to be secured by any new mortgage created 
by the company. 

7Carry supplemental coupons for 2% to be secured by any new mortgage created 
by the company. 


Purpose of Issue—The proceeds of $20,000,000, 6s are to be used for additions 
and betterments, including enlargement of yard, shop and freight facilities, additional 
tracts and grade improvements. It is estimated that these additions and improvements 
will effect savings over present costs of operation which will be equivalent to a return 
of 20% on the capital so invested, as contrasted with a cost of about 6%% to the 
company of the money required. 


Denomination—Coupon $1,000, registerable as to principal. Registered $1,000 
and authorized multiples thereof. C. & R. interchangeable. 


Trustee—Guaranty Trust Co., New York. 


Organization—Incorporated in Virginia in 1894. The Southern Railway System 
comprising 8,300 miles of railway, of which 6,971 miles are directly operated by the 
Southern Railway Company and the balance by controlled and affiliated companies, 
serves the south with a net work of lines tranversing twelve states with a population 
of about 40,000,000. The System’s lines reach from the Northern gateways at Wash- 
ington, Cincinnati and Louisville and from the Western gateways at St. Louis and 
Memphis, to the ocean ports of Norfolk, Charlestown, Savannah, Brunswick and 
Jacksonville, and to the Gulf ports of Mobile and New Orleans, passing through the 
largest cities in the south. 


Capitalization Outstanding 
Common ances. SE CRTC ORC $120,000,000 
Preferred (5% non-cum.)............ 60,000,000 
WM UnGeU GeDE noone cslaning cio ariaiiaty ie *270,000,000 


* Approximately. 
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Secured as to principal and interest at the rate of 4% by a direct lien on 4,316 
miles of road, subject to mortgage indebtedness outstanding at the rate of $31,000 
per mile; additionally secured by first lien upon all the bonds and stocks of railways 
aggregating 523 miles, the entire stock issues of railways aggregating 492 miles, the 
majority of stocks of railways aggregating 514 miles and lease holds or trackage 
or other rights to use railways aggregating 824 miles, 


Prior Liens: Outstanding 
System) ands cdswasionals bondi. cue settee ele oriole ec tele ek tec Tori *$139,473,000 

* Approximately. 

Earnings—Years ended December 31: 

Gross Net Interest 

ER OQZ Ma ecereie tatsoieny gute nates $150,000,000 $27,400,000 $12,900,000 
EOS ol cele) yin ects wrt tiestne 128,489,847 21,657,486 12,833,689 
LOS Lae Mi oheholcle eye stom oh noe eau 128,715,150 14,892,906 12,866,283 


*Oct., Nov. and Dec. results estimated. 


Listed—Application will be made to list this issue ($20,000,000 6s) on the New 
York Stock Exchange. 


Original Market—$20,000,000 6s offered Nov. 19, 1923, by J.. P. Morgan 
& Co., First National Bank, The National City Co., Harris Forbes & Co., Guaranty 
Co., Bankers Trust Co., New York, etc., at 96% and interest from Oct. 1, 1923, to 
yield about 6.25%. 


Questions 

1. What kind of a railroad bond (based on mortgage security) would 
you call the one described above? 

2. Explain the meaning of the “supplemental coupons of 2%.’ Why 
are these necessary? 

3. What gauge or index would you use to measure the relative amount 
of prior lien indebtedness ? 

4. Are the net earnings as shown adequate to secure the safety of 
income? . 

5. Are there any means of measuring or determining the safety of the 
principal from the data contained in the description? 

6. What other sources of information would you seek in order to justify 
your conclusions regarding this bond issue? 


CHAPTER XXVI-XXVIII—Pupstic Urinity SEcurRITIES 
Problem I 


The following circular describes an issue of bonds of a local public 
utility : 


—e6eeeeowwwe=aoaoanaeaoaoaooa®oaooe 


THE DALLAS GAS COMPANY 


First Morrcace 6% Gotp Bonps 


Dated October 1, 1921 Due October 1, 1941 


Interest payable semi-annually (April 1 and October 1) in New York without 

deduction for Normal Federal Income Tax up to 2%. Denominations $1,000 

and $500, registerable as to principal. Callable at 107% and accrued interest 

through October 1, 1927, and thereafter at a premium decreasing % of 1% each 
year to 100% during the last years of life, 
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TAX REFUND IN PENNSYLVANIA AND MASSACHUSETTS 


CAPITALIZATION 
(as of November 30, 1924) 
(Castell (Has SS” sic ohnad Sori etme CRUE ae aC pee Te $ 850,000 
First Mortgage 6% Gold Bonds due 1941..............- 2,171,000 


Territory: The Dallas Gas Company and the County Gas Company, subsidiaries 
of the Dallas Gas Corporation, do the entire gas business in Dallas, Texas (the leading 
manufacturing, commercial, and financial center of the state) and environs, serving 
an estimated population of 210,000. The Company serves, without competition, all 
the city of Dallas defined by the city limits of March 30, 1912, which includes 
over 85% of the city’s entire population. 


Property: The Company supplies gas to more than 32,300 consumers through a dis- 
tributing system of 295 miles of high and low pressure mains. The gas is at present 
obtained from natural gas production and transportation companies operating in the 
Oklahoma and Texas gas fields which, in the opinion of geologists, are capable of 
furnishing a large supply of gas for many years to come. 


Security: These bonds, in the opinion of counsel, are secured by a direct first 


mortgage upon all the property (except securities), rights, and franchises of the 
Company. 


FRANCHISE: The franchise approved on December 3, 1917 established a definite 
“Property Value” which aggregated as of December 31, 1922, $3,469,741.51. Under 
the franchise the Company is authorized to appropriate to itself, as a first charge, net 
earnings to the extent of 8% of the ‘“‘Property Value’? and to the accumulate ‘‘surplus,”’ 
“accident,” and “‘maintenance and depreciation” reserves. 


EARNINGS 
For the twelve months ended November 30, 1924 
KGrosge ATM INS) Be et yeeros eee se meh vein a ois toes res ay ohimrene $2,413,435.49 
Operating Expenses, Maintenance & Taxes................+. 2,019,548.65 
INT aad) Dey dathet-la. Stacy g Croce ERE IGS RAE tee Rae OS Ere 393,886.84 
Annual Interest Charges on $2,171,000 First Mortgage Bonds 130,260.00 


NET EARNINGS MORE THAN 3 TIMES ANNUAL BOND INTEREST 


Stnxinc Funp: The Mortgage provides also for an annual Sinking Fund of 14% 
of the total amount of these bonds issued, the funds to be used solely for the retirement 
of bonds of this series. 


Questions 


1. Is the information contained in this circular adequate for the forma- 
tion of a judgment as to the relative investment merits of the 
obligations ? 

2. What is the nature of the company’s franchise? 

3. Is the sinking fund adequate to assure the repayment of principal? 

4. Point out additional information that might be desirable in forming 
a judgment regarding this issue. 


Problem II 


Discuss and point out the significance of each of the items noted in the 
following circular describing an issue of public utility bonds and apply 
the tests outlined in Chapter XX VII. 


a 


THE VIRGINIAN POWER COMPANY 
First Lien AND REFUNDING MorTGAGE 614% Gotp Bonps 


Series A 


Dated January 1, 1924 Due January 1, 1954 


Interest payable January and July 1. Coupon bonds in denominations _of 
$1,000, $500 and $100, registerable as to principal. Redeemable at the option 
of the Company, in whole or in part, on 30 days’ notice to and including 
December 31, 1933, at 105, thereafter to and including December 31, 1938 at 
104, thereafter to and including December 31, 1943 at 103, thereafter to and 
including December 31, 1948 at 102, thereafter to and including December 31, 
1952 at 1o1, and thereafter to maturity at par, plus accrued interest in each 
case. Principal and interest payable at the office or agency of the Company 
in the City of New York. 


Interest payable without deduction for normal Federal Income Tax 
not to exceed 2%. 

Pennsylvania Four Mills Tax, Connecticut Four Mills Tax, Maryland Four 

and One-Half Mills Tax, District of Columbia Five Mills Tax and Massa- 


chusetts Six Per Cent Income Tax refundable to holders resident in these 
States upon application to the Company. 


The following information is summarized by Mr. R. E. Burger, a Vice- 
President of the Company, from his letter to us dated October 15, 1924: 


BUSINESS 


The Virginian Power Company owns and operates an extensive electric power 
system supplying electric energy to important public utility companies in a number 
of municipalities, including Charleston, South Charleston, Huntington, Montgomery and 
Nitro, West Virginia. The Company also supplies electric current to many coal 
mining companies in the famous Kanawha-New River District, operating some of the 
largest and most important mines in the United States. Among its customers are 
many manufacturing concerns representing widely diversified industries attracted to 
the District by the abundance of cheap fuel, varied natural resources and other 
advantages. 

Through a subsidiary, operating in Portsmouth, Ohio, the Company also does, with- 
out competition, the electric light and power business in Portsmouth, Ohio, and ad- 
joining communities, and furnishes street railway and interurban service to this 
city and vicinity. 


CAPITALIZATION 


Authorized Outstanding 
First & Collateral Trust Mortgage 5% Gold 
Bonds, due 1942 (closed for issuance to the 


DURNC ue cninicncet. ote Siasmterte ote ature cele $15,000,000 $5,925,000* 
First Lien and Refunding Mortgage 614% 


Gold Bonds, Series A ...... aoe (a) $5,000,000 
Prior Preference Stock (shares of no par 

Value) Sean hus tons ae eee .. 250,000 shs. 32,500 shs.} 
6% Non-Cumulative Preferred Stock .... $ 5,000,000 $ 126,700 


Common Stock (shares of no par value) 150,000 shs. 68,802 shs. 


(a) Issuance of additional bonds restricted by provisions of the Mortgage. 

* Not including First and Collateral Trust Mortgage 5% Gold Bonds 
pledged under the Mortgage securing the First Lien and Refunding 
Mortgage Gold Bonds. 

+ These 32,500 shares are outstanding as Series A and are entitled to 
cumulative dividends at the rate of $7.00 per share per annum. 
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PROPERTY 


The Virginian Power Company and its Ohio subsidiary own two modern steam- 
power stations, one located near Charleston, W. Va., with a present installed generating 
capacity of 63,750 K. V. A., including equipment of 22,250 K. V. A. leased from the 
United States Government, the other at Portsmouth, Ohio, with a generating capacity 
of 11,875 K. V. A. With the installation of additional equipment which will shortly 
be in operation, the combined generating capacity of the Company and its subsidiaries 
will exceed 100,0c0o K. V. A. 

The Company and its subsidiaries also own 127 sub-stations with a combined trans- 
former capacity of 138,344 K. V. A., comprehensive systems of high-tension transmission 
and distribution lines aggregating 660 miles in length, and a street railway and 
interurban system. 


SECURITY 


The First Lien and Refunding Mortgage Gold Bonds, in the opinion of counsel, 
represent a lien on the physical properties of a subsidiary operating in Portsmouth, 
Ohio and vicinity, through the pledge and deposit with the Trustee of all the bonds 
and stocks of this subsidiary. These properties have been appraised at a reproduction 
cost new of $4,150,000. There have also been pledged with the Trustee as additional 
security $1,500,000 First & Collateral Trust Mortgage 5% Gold Bonds of The Vir- 
ginian Power Company and an additional $500,000 principal amount of First & Collateral 
Trust Mortgage 5% Gold Bonds is to be pledged with the Trustee upon completion of 
the construction work now in progress, against which bonds no additional First Lien 
& Refunding Mortgage Gold Bonds can be issued. They are further secured by a 
direct mortgage lien on substantially all of the physical properties and franchises owned 
by The Virginian Power Company and subsequently acquired, subject only to the 
First & Collateral Trust Mortgage 5% Gold Bonds outstanding in the hands of the 
public and any divisional bonds existing on subsequently acquired properties at the time 
of Acquisition. The Mortgage provides that all additional First & Collateral Trust 
Mortgage 5% Gold Bonds issued hereafter and any divisional bonds on subsequently 
acquired properties issued after acquisition of such properties by The Virginian Power 
Company must be pledged under the Mortgage securing the First Lien and Refunding 
Mortgage Gold Bonds. 


EARNINGS 


The following is a comparative statement of the combined earnings for the twelve 
months ended August 31, 1924 and 1923: 


12 Months Ending August 31, 1924 1923 
GrOSsmacaniiiies moe Aer a cio eles hototee dsc $3,356,372.93 $3,319,729.79 
Operating Expenses and Taxes (including Federal 
LTR EGY ene DNR Mont Ao ark 4 tein eet clot ch nace ceil 1,972,519.03 2,082,419.25 
INGE BOQ riItt SO ys eae one lat-c aioli tite oneut nee eess + $1,383,853.90 $1,237,310.54 
Annual interest charges on total funded debt in 
handsi-of “fhe publics «ec sesle sce been gee et 621,250.00 


Net earnings equal to more than twice such annual interest charges. 
About 95% of net earnings were derived from the electric light and. power 
business. 


The installation of additional equipment now nearing completion will increase the 
generating capacity of the Company more than 30%. 


VALUATION 


The physical properties of the Company and its subsidiaries according to appraisals 
by Ford, Bacon & Davis, Incorporated, and F. C. Hamilton, Consulting Engineers, 
have a reproduction cost new substantially in excess of the total funded debt out- 
standing in the hands of the public. These values are being considerably increased 
through permanent additions, extensions and betterments now under construction, 


ISSUANCE OF ADDITIONAL BONDS 


The Mortgage provides, among other things, that additional First, Lien and Re- 
funding Mortgage Gold Bonds of any series may be issued (a) against the pledge 
or deposit, par for par, of First and Collateral Trust Mortgage 5% Gold Bonds out- 
standing at the date of the execution of the Mortgage, or other underlying bonds, or 
cash, or United States obligations, or (b) against the pledge of First and Collateral 
Trust Mortgage 5% Gold Bonds certified after the date of the execution of the Mort- 
gage but subject to the restrictions therein contained, or (c) to refund par for par 
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First and Collateral Trust Mortgage 5% Gold Bonds outstanding at the date of the 
execution of the Mortgage, or other underlying bonds, or First Lien and Refunding 
Mortgage Gold Bonds of other series, or (d) to the extent of 75% of expenditures for 
additions, extensions, betterments or improvements, and 75% of the cost or value 
(whichever is less) of new property, coming under the Mortgage. The Mortgage also 
provides, among other things, that, subject to the restrictions therein contained, bonds 
may be issued (a) to the extent of 75% of the cost of stocks of a subsidiary (as 
defined in the Mortgage) provided not less than 66 2/3% of the stocks having voting 
power of such subsidiary are so purchased and pledged under the Mortgage, or (b) 
to the extent of 75% of the expenditures for additions, extensions, betterments or 
improvements to the properties of any such subsidiary or (c) to the extent of 75% 
of the expenditures for property purchased by any such subsidiary or (d) to refund, 
par for par, the indebtedness of any such subsidiary. Before any additional bonds may 
be issued under the foregoing provisions, there must have been pledged under the 
Mortgage a total of $2,000,000 principal amount of First and Collateral Trust Mort- 
gage 5% Goid Bonds. The aggregate principal amount of bonds at any time to be 
outstanding under the Mortgage will be limited to $150,000,000. 

The Mortgage further provides that no additional bonds may be issued under the 
Mortgage for any purpose (except on account of the pledge or refundment of the 
present outstanding First and Collateral Trust Mortgage 5% Gold Bonds and of under- 
lying bonds and indebtedness of a subsidiary, and to refund bonds of any other series), 
unless the combined net earnings (as defined in the Mortgage) of the Company and 
its subsidiaries, during the twelve consecutive calendar months ending within sixty days 
next preceding the application for bonds shall have been one and three quarters times 
the interest charges for one year on all bonds outstanding and then requested to be 
issued under the Mortgage, and on all mortgage indebtedness outstanding in the 
hands of the public and secured by lien upon any of the Company’s property superior 
to the lien of the Mortgage, and on all mortgage indebtedness outstanding in the 
hands of the public secured by lien on any part of the property of any subsidiary (as 
defined in the Mortgage). 5 


MAINTENANCE AND RENEWALS 


The Mortgage contains a maintenance and renewal provision requiring an annual 
expenditure or reserve after 1924 the amount of which for any year will be the sum 
of the amounts represented by certain percentages of the gross operating revenues for 
such year derived by the Company and its subsidiaries from the several branches of 
their respective business, including among others—(a) 12% of revenues from steam- 
electric business, (b) 20% of revenues from street railway and/or interurban railway 
business. These percentages may be readjusted at 5 year intervals by agreement between 
the Company and the Trustee or by arbitration as more fully provided in the Mortgage. 
If the Company in any year expends or reserves more than is required under such 
provision, it shall be entitled to credit for such excess in any subsequent yeer. 


SINKING FUND 


The Mortgage provides that during each year, commencing with 1925, so long 
as any Series A bonds are outstanding, the Company will either expend for permanent 
improvements, additions, extensions or betterments to the properties of the Company 
and its subsidiaries (against which no bonds may be issued so long as any Series A 
bonds are outstanding) a sum equal to 2% of the principal amount of Series A bonds 
outstanding at the beginning of the year, or expend in the retirement of Series A 
bonds a sum equal to 1% of the principal amount of such bonds outstanding at the 
beginning of the year, pro rata allowances being made for sinking funds applicable 
to obligations of issues pledged under the Mortgage. If the Company in any year 
expends more than is required under such provision, it shall be entitled to credit for 
such excess in any subsequent year. 


CONCLUSION 


The inter-connection planned between the properties of The Virginian Power Com- 
pany and of its Ohio | subsidiary will enable the Company to serve new territories 
offering extensive possibilities for the development of electric power business. 


All legal matters relating to the First Lien and Refunding Mort age B " 
have been under the supervision of Messrs. Earle d Hace and hie ee 
Robinson & Sloan, New York. Appraisals of properties by Ford, Bacon & Davis, 
Inc., New York, and by F. C. Hamilton, Consulting Engineers, New York. : 
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CHAPTERS XXIX-XXX—INpDusTRIAL SECURITIES 


Problem I—Unsatisfactory Annual Report to Stockholders 


The following is the annual report of an industrial company to its 
shareholders. Indicate information lacking but desirable in order to deter- 
mine the investment merits of its securities. 


NATIONAL TRANSIT COMPANY 


206 Seneca Street, Oil City, Pa. 


TO THE STOCKHOLDERS: 


The Statement of the National Transit Company for the year ending December 
31, 1924, follows: 
Net Income from all Sources for the year ending December 


SD TOE scoopeoscr 6h sco uoo een oaucarDoocgouEduEbeoDaGe abe $774,740.67 
Disposition of Net Income: 
Dividend) SAlppropriation Sey te sjsa:atsvels i.e tense sheie e svecsiars $763,500.00 
Miscellaneous Appropriations «........0:.00..0..00 1,735.00 
ED OME SUED US leit sete Sr tel ote are aie eed als ole aseinve, Sil 9,505.67 $774,740.67 
ASSETS 
WSU ESERIOTES emer ar tee ett crate tire cata aie cleo tenciero ofr e sencnae eisiaeciain Spent lesacaee $17,461,008.03 
L eye yey MI Divs veyed 2 Eat ee Sie iis a ee Et A ee ei ee 8,460,252.99 
Others Investments: wisriistee aesuatsiece: siaisierevsbransrcieieiantysasere 9,000,755.04 
EprentarAsset sine nye cavalier eienciaies arclovelao cols eioiss Frashoreuaue eieca arevorsc eens Res 2,169,594.01 
(CRED a= are ico preiay Settee aoe Ole Rese IAI cot Eee OER OR entra 572,022.81 
PN COES ER CCEILVADIE lire ejay siete. aie oleve vie rei ei sie soaie ei cisve <\sielets 1,597,571.20 
stented @eAssetsmey cy yaya clstelareieie aia ietoale steraiaiee olor -ieversiclolelase she suave ts 26,600.00 
Riad aSECd MP EDILSMUe eile lel televate clclel ool eicinis! oisials’o1e sleleiovelsielevereyelete’ evalatatst 5413-57 
$19,662,615.61 
LIABILITIES 
(CEST) BW 'e Anoscocogonon tScblonse Ao ordgaononn phone Amen cUCAD ESE $ 6,362,500.00 
(pimesiate EAI |. Sean oc Bar SS OE NBO O OU OO UODODO DOOD OAD DOOD 105,823.19 
RMnacdstasted wr editsmm perp ier cloleleora syevs avtisetalcfevelsiatere ai dieisteielisistoisles oxe's1s 8,532,610.21 


Includes Reserves for Depreciation, 
Fire Insurance, Tax Liability, 
Compensation Insurance, Etc. 
GerporatemSULDitis meet pita iatelee cistern ne ca vlofe ates ie) sjerere arele nye sisielataie cl ateiels 4,661,682.21 


$19,662,615.61 
Respectfully, 
F. D. Witutams, President. 


Problem II—Analysis of a General Balance Sheet 


(See following page for problem.) 
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CoNSOLIDATED BALANCE SHEET DECEMBER 31, 1924 
BARNSDALL CORPORATION AND SUBSIDIARY COMPANIES 


nn 


ASSETS 
Properties: 
Oil, Gas, Mining and Miscellaneous Properties..... $48,195,853.04 
Less Reserves for Depreciation and Depletion........ 14,480,525.31 $33,715,327-73 


Investments in and Advances to Affiliated Companies 
Not Controlled: 


Investments in Shares and Bonds...............-..-- $ 434,604.26 

Advances to Affiliated Companies.........-.+...:.0. 198,215.37 632,819.63 
Sinking Fund for Redemption of Funded Debt of Subsidiary Companies 96,666.63 
Barnsdall Corporation Stock Held in Treasury at Par..............-- 347,800.00 
Deferred Charges. to Operations mn aiaciese-1e enolate tas = eretiens ele lareleuslaneteNalabata 121,247.84 
Current Assets: 

Case Fee ed 5 Roca bran cadis. coe aed ae aaa eee nS $ 673,677.27 

Bills and Accounts Receivable........... docdoasoe 762,289.44 

Inventories of Oil at Market Prices.:...5......-«- 910,424.72 

Inventories of Minerals ate Costar, eeciemtreeinietn ster 86,671.50 

Inventories of Supplies) at Costs... 22.02 0me en: apate 536,406.51 

UseSw Securities: Owed oni sicns trae iats cle w/o mvreieremorars 4,941.20 2,974,410.64 


$37,888,272.47 


LIABILITIES 
Capital Stock of Barnsdall Corporation: 
Class A Class B 

Auithori? Gdn ce sis,ecn cites crasionce tealere $15,000,000.00 $15,000,000.00 

Unissued inne cms rece ovemteie aien 1,000,000.00 11,286,600.00 

Outstanding i. soncchae ate senotiaes $14,000,000.00 $ 3,713,400.00 $17,713,400.00 
Capital Stock of Subsidiary Corporations Not Owned by Barnsdall 

Corporation. Piins acces core Maem ore Cie eared ener tenet ole Citra ereren tee eee 2,109,132.00 


Payment Received on Contract: Involved in Acquisition of Minority 

Interest in Subsidiary Company and Subsequent Issuance of Capital 

Lit | cea en fen ee een or Roe ea Ree eee Pres ML Maly aus SB eh a Ws Ree dren A 500,625.00 
Funded Debt of Barnsdall Corporation and Subsidiary Companies: 

Barnsdall Corporation 8% Sinking Fund Convertible 


Gold Bonds, due 1931, Outstanding.............. $ 5,710,700.00 
Funded Debt of Subsidiary Companies, Outstanding 697,500.00 6,408,200.00 
Proceedss of, Advance. Sales: of (Oil and) Gasanususeoones deena 450,200.12 
Current Liabilities: 
BillsoPayables =x cacs.oeeeweks Been ote ee $ 1,790,548.71 
Accounts Payable sc... caianalcaronetarerelan arene ee 453-244.75 
Accrued Interest, Taxes and Pxpenses......4..0. se 90,314.81 2,334,108.27 
Surplus of Barnsdall Corporation and Subsidiary 
Companies: 
Applicable to Stock of Barnsdall Corporation....... $ 8,001,728.23 
Applicable to Minority Stockholdings in Subsidiary 
Companiesy conc 5.scrily ices Mra ener ee 370,878.85 8,372,607.08 


$37,888,272.47 


Questions 
1. In what respects is the foregoing balance sheet unsatisfactory to a 
security holder ? ; 
2. Analyze the net working capital? Is it sufficient? 
3. Is there evidence of need of additional financing and why? 
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Problem IIl1I—Readjustment of Income Statement 

How would you criticize the following comparative income statement 
of the American Sugar Refining Company, excerpted from the Commercial 
and Financial Chronicle. 


AMERICAN SuGAR REFINING CoMPANY 


RESULTS FOR CALENDAR YEARS 


1924 1923 1922 1921 
Profit from operations.... y$327,637 y$1,693,070 x$10,083,833 y$2,177,276 
Int. on loans and deposits 1,644,615 2,955,674 y381,130° 1,033,661 
Income from investment.... 2,593,049 5,552,488 1,523,008 4,113,856 
Net prof. from sale of assets 8,209,380 4,542,631 129,063 y1,489,310 
Adjustmenty taxireserves nis MET; 000,000) . os Sneiwidaelhcsch (isin ehsaitinsieian Weathe e tans ate 
PTOMMOUL LOL TOPMEr VATS MWe ise einen aeVeteya sagas a! | Merete Yeieee brere sare 55,311,368 

otal RE lam gicntepie sche cease $13,119,407 $11,357,724 $11,354,773 $4,724,977 
Depr., renew. and replac’ti  ....2... $1,000,000 SPOMOCKNKe) Fomanede woe 
IRESERVES Ghai ecin ty trr sa Masia side ciegs BRAS ORE hi a hres ae ery a eter ta ore ROTC 
Interest. on bonds.......... 1,800,000 1,800,000 Te SOOSOOO! © tov ai dnarerensrer ie 
Preferred divs. (7%)...... 3,149,986 3,149,986 3,149,986 3,150,000 
WoRIMon a diviGendss Oa4 ye Pum eae ces. ele wiaieluie Sins Ckiee. shatneit snake seauens (344) 1,574,977 

Total’ deductions 5. ...6 $4,949,986 $10,492,617 $5,949,986 $4,724,977 
Balance; to) surplus... 0025: $8,169,421 $865,107 SE AOANTS7 | antaciothe-ctonco 


x After provision for taxes. y Loss. 


Note: It is suggested that the student be required to readjust the state- 
ment to show the actual current earnings for the year 1924. 

CHAPTER XX XI—SeEcurITIES OF FINANCIAL INSTITUTIONS 
Problem 


ANALYTICAL CoMPARISON OF NEw York City NationaL Banks 
December 31, 1924 


Capita Stock Surplus and Undivided Profits 


Name (par value of 
shares $100) 


1924 1923 Increase 
@hatham: &: Phenix a. 3 ame ecas ee $10,500,000 |$ 9,318,465 |$ 9,114,825 |$ 203,640 
Chemical National..............-- 4,500,000 17,024,108 | 16,671,832 352,276 
National Bank of Commerce....... 25,000,000 | 39,760,960 | 38,624,312 | 1,136,648 
GothamvNationalia snc tensity inte: I,500,000 511,938 755,628 243 ,690* 
ET ATOVEL crepe iced ote lt en See ae cake an nse 5,000,000 23,518,980 | 22,151,117 1,367, 863 
SCA DOAN waroncte sve termetaioneca exons sys koiac 5,000,000 7,853,300 7,315,794 536,556 


a a I ee eee ee 
* Decrease 


490 APPENDIX D 
; ; wi es Bid and 
Aggregate Deposits Net Earning Divided ieee 
Name 
Rateon| (Price of 
1934 ta? 1924 Stock Shares) 
Chatham & Phenix). 0.0... $194,806, 100|$174,944,527|$1,883,640 | 16% | 298 — 303 
Chemical National......... 151,543,400] 129,515,549] 1,432,276 | 24% | 655 — 670 
National Bank of Commerce ..| 533,710,900] 447,942,169] 5,136,648 | 16% | 362 — 368 
Gotham) Nationale... «acme. 17,854,400] 16,310,500 108,690*| 6% |135 — 145 
Hanover jaycterre icc encrorateae se 166,131,110] 147,315,422| 2,567,863 20% |475 — 507 
Geapoatd ac. cemasiacatevasrets 151,093,800] 112,904,338] 1,176,556 | 16% |450 — 460 
Questions 


Which of the foregoing six banks show: 
1. The greatest earning power in relation to capital stock? 


2. The greatest liquidating value per share of stock? 
3. The most satisfactory relationship of deposits to capital and 
surplus? 
4. The largest profit on capital employed in business (including in 
capital the amount of capital stock, surplus and deposits) ? 
5. The best investment bargain represented by the market price of 
each company’s shares? 
CHAPTER XXXII—FirE INSURANCE COMPANIES 
Problem 
Par : Ipcome 
Name Capital Value Surplus Ee from In- 
of Shares SEES vestments 
JACUE e ats dO CO OOO SO OOO OS 2 $ 5,000,000 $100 |$11,429,128 |$23,968,830 |$1,652, 122 
Continental cain seen nee 10,000,000 25 20,744,601 | 21,425,369 | 2,686,838 
Q1Os ahgpuoowoneswoode wc 18,000,000 100 19,499,862 | 38,024,590 | 3,908,856 
Niaparaamiwincnc ccm aer 3,000,000 50 5,009,428 9,095,415 836,078 
IPAGEn ix mtcrteanvon caccee mere 5,000,000 100 13,098,907 | I1,232,734 | 1,437,952 
Westchester menace dee «mcte 1,500,000 10 2,904,682 7,298,768 557,634 
Questions 


1. On the basis of the foregoing statement work out for each of the six 
companies— 


(a) The liquidating value per share. 
(b) The relation of business done (on basis of the premium reserve) 


to the surplus to policy holders (i.e., the capital and sur- 
plus). What is the significance of this item? 
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(c) The relation of income from investments to capital, surplus and 
premium reserve. 
2. Based on the results of your analysis which company offers the high- 
est degree of safety to shareholders? 
3. What other data are required to work out this problem adequately? 


INDEX 


A 


Acceptance (See “Bankers’ Accep- 
tance,” “Trade Acceptance’) 
Accommodation, Defined, 31 
Accounting, (See “Corporation 
Accounting”’) 
Advertising, 
municipal bonds, 
Cleveland, 472 
Everglades District, 471 
Seattle, 471 
of government loans, 
Greece, 467-468 
Hungary, 466 
Poland, 464-465 
of mortgage bonds, 460-461, 481 
of preferred stock, 477 
public utility bonds, 482-486 
state bonds, 
Florida, 471 
North Carolina, 470 
North Dakota, 469 
Agricultural Credit Act, 127 
Agricultural Loans, 127-128 
American Sugar Refining Co., 489 
financial statement, 473 
Amortization, 
foreign loans, 185 
United States bonds, 202 
Annuities, not investments, 31 
Appreciation, of securities, potential, 
44 
Assets, (See also “Current Assets,” 
“Fixed Assets,” “Working Cap- 
ital’) 
durability of, 34 
negotiability of, 35 
Atchison, Topeka & Santa Fe R. R., 
88, 92, 313, 337 
comparison of balance sheets, 480 
Atlantic, Birmingham & Atlantic 
R. R., 306 
Atlantic Coast Line R. R., 293 


493 


B 


Balance, International, 172-173 
Balance Sheet, 264, 278 
Barnsdall Corporation, 488 
consolidated, 488 
Dodge Bros. & Gen. Motors 
Corp. contrasted, 475-476 
form of, 279-281 
of industrial companies, analysis 


of, 303 

Baltimore & Ohio R. R., 203 
Bank Investments, commercial 

credits available as, 121 
Bank of Venice, organization of, 14 
Bank Stocks, 403-410 

double liability, 408-409 

history, 403-404 
Bankers’ Acceptance, 

defined, 53 

increasing demand for, 122 
Banking Institutions, rise of, 13 


Banks, (See also “Bank Invest- 
ments,’ “Bank of Venice,” 
“Bank Stocks,” “Banking Insti- 
tions,’ “Commercial Banks,” 
“Federal Farm Loan Systems,” 
“Intermediate Credit Banks,” 
Olt StOCkmn lean Geisanikcse 
“Mortgage Banks,’ ‘Savings 
Banks”’) 


analyzing statements, 404-407 

form of statement, 404-407 

investment in public utility se- 
curities, 373 

investment in railroad securities, 


339 
relationship of capital and sur- 
plus items, 407-408 
securities, comparison table, 489 
sources of profits, 409-410 
Banks, Commercial, Mortgages as 
Investments for, 151-152 
Banks, Mortgage, 154-156 
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Banks of Deposit and Discount 
(see “Commercial Banks’’) 

Barnsdall Corporation, 488 

Bills of Exchange, introduction of, 13 

Bonds, (See also “Corporation Se- 


curities,” “County Bonds,” 
“French Bonds,’ “German 
Bonds,” “Government Bonds,” 
“Municipal Bonds,’ “State 
Bonds” ) 


“after-acquired property’ 
clauses, 78 

as form of capital credit, 58 

bonus, 214-215 

callable, 86 ; 

character of debtor concern, 
classification by, 67 

charitable organizations, 67 

civil loans, 67 

classification of, bases of, 66 
legal character of debtor and 

liens, 66-80 
repayment, interest and special 
privilege provisions, 81-92 

clubs, 67 

collateral trust, 74 

consolidated mortgage, 79 

convertible, 90 

debenture, protective features of, 
72 

divisional mortgage, 80 

equity of holders in assets, 3097 

federal farm loan, 158 

fixed interest obligations, 87 

foreign listing requirements, 
446-447 

forms, 443 

fundamental characteristics of, 66 

general mortgage and refunding, 
79 

guaranteed, 75 

income, 88 

industrials, 68 

interest payment, classification by, 
87-90 

Liberty, 1096-201 

listing requirements, 436-437, 440, 
446-447 ] 

of business organizations, 68 

“open-end” mortgage, 77 

participating, 92 

periodicals relating to, 431 

perpetual, return of principal of, 
32 

priority of the mortgage lien, 
classification by, 76-80 

public service corporations, 68 


INDEX 


Bonds—C ontinued 
railroad, 291, 293 
investment factors, 295, 297 
repayment, provision for, 81-87 
security of classification by, 69-75 
serial bonds, 85 
sinking fund bonds, 82 
sources of information on, 429-432 
“special assessment,” 164 
special privileges of holders, 
90-92 
stocks, differentiated from, 59 
voting rights, 91 
with subscription stock warrants, 
gl 
Bonus Bonds, 214-215 
Bookkeeping (See “Corporation Ac- 
counting” ) 
Borrowed Funds, 
means of enforcing repayment of, 
34 
proper use of, 33 
responsibility of borrower, 33 
Boston & Maine R. R., 72 
British Bonds, 177-179 
Brokers, Commercial Paper, 125-126 
Bureau of Census Publications, 431 
Bureau of Foreign and Domestic 
Commerce, Reports, 431 
Business Concerns as Investors, 25 


Cc 


Callable Bonds, 86 
Canadian Pacific Railway, 81 
Capital, Defined, 2 
Capital Assets, (See “Fixed 
Assets’’) 
Capital Credits, 
dealers in, 56 
forms of, 58-64 
investment bonds, 58 
nature of, 54 
real estate mortgage loans, 58 
stock, 59-64 
trust association shares, 64 
Capitalists as Investors, 21 
Capitalization, (See also “Over- 
capitalization”) 
analysis of industrial company’s, 
398 
components of, 288-289 
Care, Freedom from, as Invest- 
ment Factor, 42 
Census Bureau Publications, 431 


INDEX 


Charitable Institutions, 
as investors, 25 
bonds of, 67 
“Chattels,’ Distinguished from 
“Fixed Assets,” 131 
Chesapeake & Ohio R. R., 313 
Chesebrough Bldgs., Circular Ad- 
vertising Mortgage Bonds, 460-461 
Chicago & North Western R. R., 
82, 92 
Chicago, Milwaukee & St. Paul 
IRE Tes GOS SS 277 
Chicago, Terre Haute & South 
Eastern Railway, 76 
Choses in Action, Defined, 4 
Circulars (See ‘Advertising’ ) 
City Bonds, (See ‘Municipal Bonds’’) 
Civil Loans, 67, 161-260 
Civil War, Loans, 190-192 
Cleveland, O., Circular Advertising 
Bonds, 472 
Clubs, Bonds of, 67 
Collateral Trust Bonds, 74, 293 
“Commercial and Financial 
Chronicle,” 429 
Commercial Banks, 50 
as dealers in capital credits, 57 
as investors, 23 
Commercial Credit Institutions, 50 
Commercial Credits, 117-129 
as bank investments, 121 
available to investors, I2I-122 
based on “existing values,” I17 
characteristics of, 117-118 
classes of, 118 
distinguished from capital credits, 
118 
institutions, 50 
interest rates, 123 
mortgages distinguished from, 130 
mostly created in New York, 122 


not available as investments, 118- 
119 

relation of, to volume of cur- 
rency, 54 

savings banks as investors in, 
124-125 

security back of, 117 

“two-name” most satisfactory 
form, 117 


Commercial Loans, 117-159 

Commercial Paper, Brokers’, 125-126 

Competition, effect of, on securities, 
383 

Can colidated Mortgage Bonds, Ge 

Controlling Voice, Provision for, 
Bond Indebtedness, 71 
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Convertible Bonds, 90 
Co-operative Marketing Associa- 
tions, Financing of, 127 
Corporate Mergers, Railroad, 300- 
303 
Corporation Accounting, 
analysis of income or profits, 
205-267 
assets, liabilities and working 
capital, 278-289 
balance sheet, 264, 278, 393 
form of 279, 280, 281 
capital or fixed assets, 279 
charging to income or to capital, 
264-265 
classification of operating costs, 
269-270 
example of comparative 
statement, 272 
financial statements, 261-295 
analysis of, 263, 264 
gross earnings, 269 
income account (example), 276 
income statement, 264 
maintenance and depreciation 
charges, 270, 271 
operating ratio, 271-273 
profit and loss, 264, 274-276 
statement (example), 275 
railroads, 322-323 
science and purpose of, 261-262 
statement forms, 266, 267 
surplus earnings, 273-274 
valuation of current assets, 282 
valuation of fixed assets, 280-282 
what constitutes net income, 
268-269 
working assets, 282-284 
“Corporation Manual,” 430 
Corporation Securities, 261-427 
advantages of “no par” policy, 289 
equity of bondholders and share- 
holders in assets, 289 
investment position of, 62 
Corporations, 
advantages of rapid turnover, 
285-286 
capital investment dangerous, 
287, 288 
capital investment may reduce need 
for working capital, 287 
components of capitalization, 288- 
289 
credit given necessitates increased 
working capital, 286 
credit received lessens need of 
working capital, 286 


income 
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Corporations—C ontinued 
development of, 14 
extent of fixed capital investment, 
28 
eid of sales reduces need of 
working capital, 286 
working assets affected by market- 
ability of product, 285 
working capital requirements of 
different classes of, 288 
County Bonds, 236-239 
Credit, (See also “Credit 
Instruments” ) 
agricultural credit act, 127 
capital, dealers in, 56 
classes of, 50 
given increases need of working 
capital, 286 
long-term, nature of, 54 
received lessens need of working 
capital, 287 
short-term, forms of, 52 
Credit Banks, Intermediate, 127-128 
Credit Companies, 119-121 
Credit Instruments, (See also ‘“Cap- 
ital Credits,” “Choses in Ac- 
tion,’ “Commercial Credits,” 
“Negotiable Instruments” ) 
defined, 9 
use of in investment, 9 
“Credit Foncier,’ 155 
Credits, Commercial, (See 
mercial Credits’) 
Current Assets, 
affected by rapid turnover, 285-286 
valuation of, 282 


D 


Dallas Gas Co., Circular Advertis- 
ing Bond Issue, 482 

Debenture Bonds, 
protective features of, 72 
railroad, 291 

Debt Repudiation, Government, 165 

Deed of Trust, (See “Indenture” ) 

Delaware, Lackawanna & Western 
Renee 72 S's 

Depreciation; 270, 271 

“Discount Market,” 121. 

Discount Obligations, defined, 37 

Diversification of Investment, Prin- 
ciple of, 45 

Divisional Mortgage Bonds, 80 

Dodge Bros., Financial Statement, 


“Com- 


475 
“Double Liability,” of Bank Share- 
holders, 408-409 


INDEX 


E 


Educational Institutions, as In- 
vestors, 25 

Entrepreneur, Defined, 1 

Equipment Trust Certificates, 293- 


295 

“Equity” of Bondholders in Assets, 
397 

Brie Ro Rs OL, 312 

Everglades District, Circular Ad- 
vertising Bonds, 471 


Exchanges, (See “Security Ex- 
changes”’) : 
“Existing Values,’ Commercial 


Paper Based on, 117 


F 


“Factors,” I19 

Farm Lands, Valuation of, 140-141 

Federal Farm Loan System, 156-157 

Federal Reserve System, Function 
of, 52 

Federal Trade Commission, Re- 
ports, 431 

Field of Investment, 50-65 

Finance Companies, II9g-12I 
shares of, 410-413 

Financial Information Manuals, 429- 
431 

Financial Institution Securities, 403- 


Financial Statements, (See also 
“Balance Sheet,” “Income State- 
ment”’ ) 


American Sugar Refining Co., 
473, 489 

banks, 404-407 
industrial companies, 389-393 
insurance companies, 420-421 
railroads, 321-322 

Fire Insurance Companies, 
capital stock, 424 
comparative financial table, 490 
history, 415 
loss reserve, 423-424 
premium reserve, 421-423 
statements (example), 421 

“Fitch Bond Book,” 430 

“Fixed Assets,” 279 
distinguished from “chattels,” 131 
equity of bondholders and share- 

holders in, 289 

valuation of, 280-282 

Florida, Circular Advertising Bonds, 
471 
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Foreign Securities, 174-186 
(See also “French Bonds,” “Ger- 
man Bonds,’ “South American 
Bonds”) 
Forms, for Securities, 443-445 
Franchise, 340-341 
French Bonds, 179-180 


G 


General Mortgage and Refunding 
Bonds, 79 
General Motors Corporation, Balance 
Sheet, 476 
German Bonds, 181-182 
“Good-Will” No-Par Policy Dis- 
penses with, 289 
Government Bonds, 161-202, (See 
also “Municipal Bonds”) 
advertising of, 
Greece, 467-468 


Hungary, Circular Advertising Loan, 


466 


Hypothecary Value, of Listed Se- 


curities, Defined, 36 
I 


Income, 


concept of in relation to invest- 
ment, 5 
defined, 31 
distinguished from profit, 5, 6 
distinguished from rent, 5 
interest return, effect of taxation 
on stability of, 41 
importance of, 31 
maintenance of stability, 4o 
stability of, 40 
security of, factors of, 39-41 
what constitutes net, 268-269 
yield, computation of, 110 


Hungary, 466 

Poland, 464-465 
based on taxing power, 166 
better than private credit, 167 
classes of, 161-162 
distinctive features, 164 
effect of on currency inflation, 


Income Account, example, 276 

Income Bonds, 

Income Statement, 264 
comparative, example, 272 

Indentures, Nature of, 71 

Individuals, as investors, 28 

Industrial Securities, 375-402 


168 

foreign, 174-186 
risks of, 183-185 

history, 160- 170 

indirect obligations, 163-164 

interest rates, 168 

investment factors, 170-172 

ge or non-sovereign obligations, 
163 

purpose of borrowing, 167 

Btesiscre ties obligations, 162- 
163 

repudiation, 164 

states of the United States, 203- 
219 

United States, 187-202 

United States as creditor nation, 


174-175 
Great Northern R. R., 82, 88, 89, 299 
Greece, Circular Advertising Loan, 


467 
Green Bay and Western R. R., 63 
Gross Earnings, Analysis of, 269 
Guaranteed Bonds, 75 
Guaranty, of Investment, 116 


H 


Holding Companies, as de tOtss 26 
Hudson & Manhattan, R. R., 


analysis of balance sheet, 303 
capitalization, 398 
earnings, 387-389 
bondholders, “equity” in assets, 397 
circulars advertising issues, 487- 


490 
consolidated statements, 391-393 
consolidations, 377-381 

defects of, 377 
control of raw material affects, 

384 
demand for product, 384-385 
effects of competition, 383 
excessive current liabilities 

weaken, 307 


‘factors to be considered, 381-383 


financial backing essential, 387 

improved financial policy, 380-381 

income statements, 389-391 

investment standing, 375 

lack of standardization, 375-376 

management most important 
factor, 386-387 

market for, 400-402 

maturity and repayment of, 390- 
400 

popularity increasing, 381 

reports and statements of com- 
panies, 487-489 

tests of values, 386-402 
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Industrial Securities—C ontinued 

unrestricted field of operation, 
370-377 

working capital affects value of, 
393-396 : 

Instruments, Representative of In- 

vestment, 4 

Insurance Companies, 

(See “Fire Insurance,” “Insurance 
Company Securities,’ “Life In- 
surance” ) 

analysis of statements, 420-421 

as investors, 24 

capital stock, 424 

compelled to invest in state bonds, 
219 

history, 414-416 

investment in public utility se- 


INDEX 


Investment—C ontinued 


problems, 453-464 
reasons, for, 7 


sources of, 8 ; 

sources of information on bonds, 
420-4320 

speculation distinguished from, 5 


Investment Bankers, 


analysis of business conditions by, 


9 
distribution of securities by, 103 
functions of, 95-106 
investigation by, 96 
investigation of corporation ai- 
fairs by, 98 
terms of security arranged by, 99 
trading in securities by, 106 
underwriting of securities by, 100 


Investment Bonds, (See “Bonds’’) 
Investment Income, 

collection of, I11 

computation of, II10 


curities, 373 
railroad securities, 339 
loss reserve, 423-424 
mortgages as investments for, I153- 


154 Investment Securities, 
premium reserve, 421-423 (See ‘“Securities”) 
profits, Investment Trust, 


as investors, 26 
diversification by, 47 
Investors, 


from underwriting, 419 
from investment of premium 
funds, 420 
surplus, 424 business concerns as, 25 
Insurance Company Securities, 414- capitalists as, 21 
427 charitable institutions as, 25 
computing value, 426 classes of, 21-29 
safety of, 417-419 commercial banks as, 23 
Interest, (See ‘“Income”) educational institutions as, 25 
Interest Rate, (See also ‘Income’’) holding companies as, 26 
factors determining, 3 individuals as, 28 
on commercial loans, 123-124 insurance companies as, 24 
on government obligations, 168 investment trusts as, 26 
Intermediate Credit Banks, 127-128 religious institutions as, 25 
Interstate Commerce Commission, savings banks as, 22 
Railroad Statistics, 431 trust funds as, 23 
Investment, (See also “Banking In- 
stitutions,” “Business Concerns,” J 
“Investment Bankers,” ‘Prin- 
ciples of Investment,” “Security 
Exchanges” ) 
concept of income in relation to, 


Jersey Central R. R., 293 
Joint Stock Land Banks, 157-158 


K 


Kansas City Southern R. R., 306 
“Kimber’s Record of Government 


credit instruments, use of in, 9 
defined, 1, 2 
development of, I1-20 


earliest forms of, II me 

guaranty of, 116 iby 

instruments representative of, 4 

laws, 448-452 Laws, Investment, 448-452 

modern, 7 Lethbridge, City of, Statistics Af- 


nature of, I-I0 fecting Bonds, 462-463 
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Liberty Loans, 196-201 
Life Insurance, History, 415 
Listing Requirements, N. Y. Stock 
Exchange, 433-447 
Loans, 
agricultural, 127-128 
civil, 161-260 
commercial and real estate, 117-159 
ages Stock Exchange, Founding 
of, 17 
Long-term Credit, Nature of, 54 
Loss Reserve, 423-424 
Louisville & Nashville R. R., 82, 293 


M 


Maintenarce Costs, 270, 271 
Manuals, Statistical and Financial, 
429-431 
Marketability, as an Element of Se- 
curing Principal, 36 
“Massachusetts Trusts,” Nature of, 
64 
Mechanics of Investment, 
securities, creation and wholesal- 
ing of, 93-102 
securities, public distribution and 
negotiation of, 103 
Mergers, Railroad, 300-303 
Michigan Central R. R., 301 
Missouri Pacific R. R., 319 
“Moody’s Analysis of Investments,” 
430 
Mortgage Banks, 154-156 
Mortgage Bonds, 
advertising, 481-486 
circular advertising, 460-461 
Mortgage Lien, Classification of 
Bonds by Priority of, 76 
Mortgage Trust Companies, 149 
Mortgages, (See also “Real Estate”) 
as investments for commercial 
banks, 151-152 
insurance companies, 153-154 
savings banks, 152-153 
bond required, 135 
distinguished from commercial 
credits, 130 
federal farm loan system, 156-157 
fundamental characteristics, 130- 
133 
history, 130, 134 
joint stock land banks, 157-158 
legal aspect, 134-135 
marketing of, 148 
maturity of loan, 131-133 
nature of, 34 
not negotiable, 148 


Mortgages—C ontinued 


“participation certificates,” 149, 
158, 159 

railroad, 290-291, 292 

real estate, 130-159 
rural, 136, 140-141 
urban, 136, 137-140 

risks, 143-148 

safety margin on loan, 143 

should not be purchased recklessly, 
158-159 


Municipal Bonds, 220-260 


analysis, 236-260 

authenticity may be certified, 226 

based on taxing and borrowing 
powers, 223 

“caveat emptor” principal prevails, 
226 

circulars advertising, 
Cleveland, 472 
Everglades District, Fla., 471 
Seattle, 471 

City of Lethbridge, statistics af- 
fecting, 462-463 

city, town and village bonds, 239- 
241 

comparison of tax rates, 232 

county bonds, 236-239 

economic basis of, 229-234 

effect of taxation on, 243 

factors to be considered in buying, 
220-234, 241-244, 249 

illegally issued, 225, 228 

issued below par, 225 

legal character and credit stand- 
ing, 236 

legal provisions relating to, 224-225 

market for, 258 

method of repayment, 252-253 

Ohio system of debt maturities, 
250-251 

purpose of issue and term of 
bond, 249 

“recitals,” 227-229 

school district bonds, 245 

serial payment, 255-258 

sinking fund difficulties, 253-255 

“special assessment” bonds, 259-260 

special district bonds, 244-247 

statistics should be analyzed, 258- 
259 

subdivisions of a state, 220-223 

tax rates affect, 231-234 


N 


National Debts, 


creditor and debtor nations, 172- 
173 
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National Debts—Continued 
history, 169-170 
relation of to international trade, 
172 
National Government Bonds, (See 
“Government Bonds’’) 
National Mortgage Banks, 154-156 


National Transit Co. (Oil City, 
Pa.), annual report, 487 
Negotiable Instruments, (See also 


“Bills of Exchange,’ ‘“Com- 
mercial Paper’’) 
“recitals,” 5 
New York Central R. R., 72, 293; 


300 
New York City, Main Discount 
Market, 122 
New York, Chicago and St. Louis 
R. R,, circular advertising stock 
issue, 477 
New York, New Haven & Hartford 
IR Lin 74, Gey OF 
New York Railways, 88 
New York Stock Exchange, 
founding of, 18 
listing requirements, 99, 433-447 
New York, Westchester & Boston 
IR AR he 
“No Par” Policy, 289 
Norfolk & Western R. R., 337 
North Carolina, 
circular advertising bonds, 470 
North Dakota, 
circular advertising bonds, 469 
Northern Pacific R. R., 299 
Notes, (See “Promissory Notes’) 
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“Odd Lots,” Defined, 44 

“Open Accounts,” 
can be pledged for loans, 119 
nature of, 52 

“Open-Market Operations,’ 122 

Operating Costs, Classification of, 
269-270 

Operating Ratio, 271-273 

Overcapitalization of Industrials, 
378 : 


Paris “Bourse,” Founding of, 18 
Participating Bonds, 92 
“Participation Certificates,” 
defined, 149 
element of risk in, 159 
not analogous to Federal farm 
loan bonds, 158 
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Pennsylvania R. R., 79, 293 
Periodicals, Valuable to Students of 
Bond Investment, 431 
Poland, 
bond issue, advertising of, 464-465 
Policy, Investment, Differentiated 
from Investment Principles, 30 
Premium Reserve, 421 
Principal, 
defined, 31 
security of, factors of, 33-39 
importance of, 31 
Principles of Investment, 
appreciation, potential, 44 
assets, durability of, 34 
negotiability of, 35 
derivative principles, 42-49 
diversification, 45 
freedom from care, 42 
fundamental, 30-41 
investment policy differentiated 
from, 30 
marketability as an eiement of se- 
curing principal, 36 
responsibility of borrower of in- 
vestment funds, 33 
securities, acceptable denomina- 
tions of, 43 
listed and unlisted, 36 
security of income, 31 
of principal, 31 
Problems and Questions, 453 
Profit, 
distinguished from income, 5, 6 
what constitutes, 268-269 
Profit and Loss, 264, 274-276 
statement (example), 275 
Promissory Notes, 
nature of, 52 
open market for, 122 
Public Service Commission, N. Y., 
Publications, 431 
Public Service Commissions, 344- 


345 

Public Utilities, (See also “Public 

Utility Securities”) 

analysis of earnings, 365-366 
capital requirements, 366 
development of, 343-344 
future expansion, 349-350 
load factor, 367-368 
rates and charges, 362-365 
units of output and cost, 369 
upkeep, 368 
valuation, 370 

Public Utility Holding Companies, 
346-348 
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“Public Utility Section” of “C. & 

F. Chronicle,” 430 

Public Utility Securities, 340-374 

bonds, 68 

circular advertising issue, 482- 
486 

distinctive features, 340 

effect of public regulation, 346 

factors to be considered, 353-360 

franchise, 340-341 

institutional holdings of, 373-374 

investment factors, 371-372 

market for, 372 

popularity of, 348-349 

risks of localization, 341 

tests of values, 353-360 

trend of investment in, 350 
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Railroad Securities, 290-339 

banks’ investment in, 338-339 

bonds, 291 
investment factors, 295-297 

collateral trust bonds, 293 

debentures, 291 

equipment trust certificates, 293- 
295 

factors determining intrinsic value, 
308 

insurance company investment in, 
339 

laws regulating savings bank in- 
vestment in, 448-452 

mortgages, 290-292 

net corporate income and the 
margin of safety, 331 

physical factors to be considered, 
309-312 

savings banks’ investment in, 338 

statistics, 297, 312-320 

traffic statistics, 312-320 

“Railroad Supplement,” 430 

Railroads, (See also “Railroad 
Securities”’) 

accounting regulations, 322-323 

capital expenditures, 333 

capitalization, 333-339 

character of road as a whole, 297 

deductions from corporate income, 
330 

directors, 298 

financial statements, 321-322 

grouping of, 299 

income account, 323-324 

investment or other income, 328- 
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Railroads—C ontinued 
mergers, 300-303 
methods of system unification, 
300-304 
net income and its distribution, 
328 
operating expenses, 325-326 
proposed consolidations, 302-304 
statistics, 431 
systems, 299 
transportation costs, 326 
valuation, 304-307 
Raw Material Control of, 384 
Reading R. R., 293, 301 
Real Estate, (See also “Mortgage 
Bonds,” ‘“Mortgages”’) 
determination of value, 133 
disparities in methods of apprais- 
ing, 232 
effect of higher tax rate on, 148 
loans, 117-159 
loss of value, 143-148 
“participation certificates,’ 149, 
158, 159 
valuation, 135-142 
rural, 136, 140-141 
urban, 136, 137-140 
Real Estate Mortgage Loans, as 
Form of Capital Credit, 58 
Recitals, 227-229 
defined, 5 
Registrars, I14 
Registry of Securities, 442 
Religious Institutions as Investors, 
25 
Rent, Distinguished from Income, 5 
hoe Annual Transit Company, 
407. 
Repudiation, of Government Debt, 
164 
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Sale of Securities, Terms, 107 
Savings Banks, 
as investors, 22 
in commercial loans, 124-125 
in mortgages, 152-153 
in railroad securities, 338, 448- 
452 
in state bonds, 219 
foreign securities logical invest- 
ment for, 177 
School District Bonds, 245 
Seaboard Air Line, 88, 89 
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Seattle, Wash., 
circular advertising bonds, 471 
Securities, (See also ‘Bonds,’ “In- 
dustrial Securities,” ‘Public Util- 
ity Securities,” “Railroad Se- 
curities,” “Stock” ) 
appreciation, potential, 44 
creation of, 93-102 
denominations, acceptable, 43 
distribution of by investment 
bankers, 103 
forms, 443 
listed, 36 
listing of, 433-447 
“odd lots,” defined, 44 
offering circular, 103 
origin of, 93 
“outside markets,” 19 
“over-the-counter” markets, 19 
registrars of, 114 
terms of sale, 107 
trading in, 106 
underwriting of, 100 
unlisted, 36 
wholesaling of, 93-102 
Security Exchanges, Development of, 


17 
Serial Bonds, 85 
Sinking Fund Bonds, 82 
Sinking Funds, for Bond Payments, 
253-255 
South American Bonds, 182-183 
Southern Pacific R. R., 299 
Southern Railway Co., 
circular advertising bond issue, 
481 
“Special Assessment” Bonds, 164 
Speculation, Distinguished from In- 
vestment, 5 
“Standard Statistics Card Service,” 
430 
State Bonds, 203-219 
circulars advertising, 
Florida, 471 
North Carolina, 470 
North Dakota, 469 
exemption from federal taxes, 218 
history, 209-212 
increase in, 213 
indirect means of enforcing pay- 
ment, 206-209 
investment factors, 217-218 
lumitations on borrowing and tax- 
ing power, 209 
marketability, 219 
means of payment, 216 
one state suing another, 205-206 
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State Bonds—Continued 
purpose of, 214 
sovereignty of states, 203-205 
state constitutional provisions, 206 
Virginia-West Virginia debt con- 
troversy, 212-213 
Statements, (See ‘Financial State- 
ments”’) 
“Statesman’s Year Book,” 429 
Statistics, 
City of Lethbridge, affecting bond 
issue, 462-463 
manuals of, 429-431 
railroad, 312-320, 431, 479, 480 
Stock, (See also ‘Securities’”’) 
defined, 60 
differentiated from bonds, 59 
listing requirements, 433-436 
preferred, 
circular advertising, 477 
Stock Exchange, (See “London 
Stock Exchange,” “New York 
Stock Exchange’) 
Subscription Stock Warrants, Bonds 
with, 91 
Surplus, Insurance Companies, 424 


ab 
Taxation, 
affects stability of investment in- 
Come, Ane 
Tax Rate, 


alteration of value through 
change in, 148 

comparison of cities, 232 

effect of, on municipal bonds, 229- 


243 
Third Ave. Ry., N. Y. C, 88 
Trade, Relation of National Debts 
tome 
Trade Acceptance, Defined, 52 
Transfer Agents, 114 
Transfer Regulations, 442 
Treasury Department, Reports, 431 
Trust Associations, Shares in, Na- 
ture of, 64 
Trust Companies, as Dealers in 
Capital Credits, 56 
Trust Deed, (See “Indenture”) 
Trust Funds, Investment of, 23 
Trustees, 
investment in state bonds per- 
mitted, 219 
rights and duties of, 71 
Trusts, (See “Corporations,” “In- 
vestment Trusts”’) 
Turnover, 285-286 
“Two-Name” Credit, 117 
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Underwriting of Securities, 100 
Union Pacific R. R., 298, 329 
United States, (See also “Govern- 
ment Bonds’’) 
as creditor nation, 174-175 
bonds, 187-202 
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Virginian Power Co., 
circular advertising bond issue, 
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Virginia-West Virginia Controversy, 
212-213 

Voting Rights of Investment Bonds, 
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WwW 
War Bonds, Compared with Bonds 
for Peace Purposes, 175 
Wealth, Defined, 2 
West Shore R. R., 81 
Western Maryland R. R., 313 
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“White and Kemble’s Atlas and 
Digest of Railroad Mortgages, 430 
Working Assets, (See “Working 
Capital’’) 
Working Capital, 282-284 
affected by marketability of prod- 
uct, 285 
giving credit increases need of, 
286 
industrial companies, 393-396 
Working Capital—Continued 
need for reduced by capital invest- 
ment, 287-288 
receiving credit lessens need of, 
287 
reduced by steadiness of sales, 
286 
requirements of various class of 
corporations, 288 
World War, Financing, 192-201 
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MANAGEMENT 


AND ADMINISTRATION 
IN MANUFACTURING INDUSTRIES 


A useful journal for manufacturers. Covers all 
essential problems of profitable manufacturing 
under highly competitive conditions. Articles 
are written for practical managers by men with 
practical experience. Materialis not popular- 
ized, not inspirational, but consists of actual 


cases with actual results, organized where 
possible into tables, charts, and diagrams. 
Meets standards of progressive establishments. 
Users need not be technically trained. Monthly, 
50c percopy, $5.00 per year, domestic or foreign. 
Sample copy on request. 


BOOK PUBLICATIONS 


REFERENCE AND EDUCATIONAL 


(A Year Book containing a subject index to the information presented 
in these volumes will be sent on request.) 


Affelder. CONTRACTORS’ ACCOUNT- 
ING PRACTICE. Embraces the whole field 
of construction accounting for small and large 
contracting firms, with owners’ and archi- 
tect’s records. 386 pp. $5.00. 


Alford (Editor). MANAGEMENT’S HAND- 
BOOK. Practical information completely 
covering management in manufacturing com- 
panies of production, financial, marketing, 
and interrelated activities. 32 sections con- 
tributed by 35 authorities. 1607 pp. $7.50. 


American Bankers Association. SCHOOL 
SAVINGS BANKING. The method ap- 
proved by the Savings Bank Division of the 
American Bankers Association, for installing 
and operating asystem. 174 pp. $1.25 


American Engineering Council. INDUS- 
TRIAL COAL—PURCHASE, DELIVERY, 
AND STORAGE. Report of nation-wide in- 
vestigation by eminent engineers into prac- 
tical methods of purchasing, delivery, and 
storage of coal for industrial use. 419 pp. 
$5.00. 


Associated Knit Underwear Manufacturers 
of America. COST CONTROL FOR 
KNIT UNDERWEAR FACTORIES. Spe- 
cific formulation of procedure based on a 5 
years’ investigation throughout the industry. 
259 pp. $5.00. 


Babb. BUSINESS LAW. Elementary text- 
book, sound in law, well arranged, and 
written in simple language. Hundreds of 
cases definitely cited. 489 pp. $1.75. 


Bacas. AUDITING PRACTICE SET. Prac- 
tice material to illustrate procedure in 
making an actual audit, preparation of work- 
ing papers and finished report. To be used 
with ‘Auditing Principles,’ by Montgomery 
and Staub. $2.00. 


Baker. THE PREPARATION OF RE- 
PORTS—ENGINEERING, SCIENTIFIC, 
ADMINISTRATIVE. Report writing for 
engineers, scientists, industrial and commer- 
oe! executives, and research workers, 468 pp. 
Sho Or 


Belding. BUSINESS CORRESPONDENCE 
AND PROCEDURE. A brief textbook in 
letter-writing which makes real to high school 
students the viewpoint of the business world. 
383 pp. $1.40. 


Bell. ACCOUNTANTS’ REPORTS. The 
best professional practice in form and method 
of presentation. Over 70 typical statements. 
For private as well as public accountants. 
386 pp. $6.00. 


Bliss. FINANCIAL AND OPERATING 
RATIOS IN MANAGEMENT. Shows how 
to use 18 such ratios and turnovers, and 
presents for comparison statistical compila- 
tions of standard ratios for 43 industries. 
396 pp. $6.00. 


Bliss)s MANAGEMENT THROUGH AC- 
COUNTS. A thorough practical discussion 
of co-ordinating the accounting methods and 
policies of a business organization with the 
requirements of executive management. For 
both accountants and managers. 851 pp. - 
$6.00. 
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Bloomfield. LABOR MAINTENANCE. A 
handbook of industrial service work embody- 
ing the procedure of well-known concerns. 
530 pp. $5.00. 


Boettiger. EMPLOYEE WELFARE WORK. 
A systematic study, Examples of success 
here and abroad and historical account from 
medieval guilds tothe present. 301 pp. $2.50. 


Brewster. LEGAL ASPECTS OF CREDIT. 
Law of sales and creditors’ rights and reme- 
dies, and procedure to recover funds on in- 
volved accounts. Includes principles of credit 
granting. 549 pp. $5.00. 


Brisco. RETAIL SALESMANSHIP. A high- 
school textbook. Vol. I—Basic principles 
in simple terms. Vol. II—A Source Book of 
readings, provides a background. Vol. I, 
“Retail Salesmanship.”” 278 pp. $1.50. 
Vol. II, ‘‘“Source Book.”’ 352 pp. $2.00. 


Brown. EXPORT ADVERTISING.  Or- 
ganization and operation of advertising de- 
partments of concerns in foreign trade. 
Specific details with charts and forms. 342 
pp. $4.00. 


Burdick. ADVERTISING TO RETAILERS. 
Covers advertising by manufacturer to retail 
trade to win co-operation in marketing. 308 
pp. $3.50. 


Burnham. BUILDING YOUR OWN BUSI- 
NESS. How to start; discovery and test of 
idea; planning, organizing, financing, and 
operating. Unvarnished records of over 50 
successes, with details. 282 pp. $2.75. 


Cartmell. STORES AND MATERIALS 
CONTROL. Subject treated in full from 
viewpoint of production executive, including 
procurement by manufacturing and by pur- 
chase. 459 pp. $4.50. 


Chapman. FISCAL FUNCTIONS OF THE 
FEDERAL RESERVE BANKS. JU. S. 
Treasury operations through the Reserve 
Banks, including funding of government’s 
floating debt and transfer of funds. 213 pp, 
$2.50. 


Clapp-Lee. LANGUAGE FOR MEN OF 
AFFAIRS. Vol. I—Practical training for 
improving command of language in conversa- 
tion and public speaking. Vol. II—Analysis 
of working principles governing all writing 
required of men in business and professional 
life. Vol. I, “Talking Business,’’ 526 pp. 
Hees Vol. II, “Business Writing,"”’ 611 pp. 

4.00. 


Clark. THE GANTT CHART. Important 
new type of graphic chart for management 
and control. 157 pp. $2.50. 


Clemen. THE AMERICAN LIVESTOCK 
AND MEAT INDUSTRY. Complete ac- 
count. Colonial conditions: growth of 
Chicago plants; refrigeration; chemistry and 
by-products; operating methods; stock rais- 
ing and marketing; labor relations, federal 
regulation. 872 pp. $6.00. 
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Cole. COST ACCOUNTING FOR INSTI- 
TUTIONS. A comprehensive system for 
hospitals, hotels, schools, and other public 
and private institutions. 248 pp. $3.50. 


Conyngton (H. R.). FINANCING AN 
ENTERPRISE. A practical guide in secur- 
ing capital for enterprises large or small. 
3 vols., 667 pp. $7.00. 


Conyngton (T.).. BUSINESS LAW. For 
everyday use of business men. Includes 
1,000 questions from C. P. A. and other 
examinations and 79 legal forms. 842 pp. 


$6.00 


Conyngton (T.)—-Bergh. BUSINESS LAW. 
A textbook for schools of business, presenting 
more briefly for students main topics of 
Conyngton’s ‘‘Business Law.’’ 431 pp. $3.00. 


Conyngton (T.)—Bennett-Pinkerton. COR- 
PORATION PROCEDURE. Standard man- 
ual of the legal, financial, and accounting 
procedure involved in organization and 
management of corporations. 1689 pp. 
$10.00. 


Conyngton (T.)—Knapv-Pinkerton.: 
WILLS, ESTATES, AND TRUSTS. A 
manual of law, accounting, and procedure for 
executors, administrators, and trustees in 
making wills and settling estates. 825 pp. 
$6.00. 


Cook. FINANCING EXPORTS AND IM- 
PORT Covers foreign trade financing 
methods from standpoint of banker and 
foreign trade merchant. 218 pp. $2.50. 


Cooke. PUBLIC UTILITY REGULATION. 
Present-day problems of state control of 
power and light, transit, gas, water, and tele- 
phones, discussed by 17 leading experts. 
310 pp. $3.25. 


Cowdrick. INDUSTRIAL HISTORY OF 
THE UNITED STATES. A general history 
in terms of economic, business, and labor 
factors. Particular attention to recent con- 
ditions. 414 pp. $2.75. 


Daggett. THE HISTORY OF THE SOUTH- 
ERN PACIFIC. Building the system; 
Huntington, Stanford, and associates; financ- 
ing; reorganizations; relations with govern- 
ment; transcontinental rate structure; Har- 
riman control; divorce from Union Pacific. 
470 pp. $5.00. «| 


FOREIGN TRADE ORGANIZA- 
TION. A comprehensive description of 
institutions and methods of international 
trade the world over. Useful bibliography. 
378 pp. $3.00. 


Dewey-Shugrue. BANKING AND CREDIT. 
Thorough discussion from viewpoint of busi- 
age men dealing with banks. 506 pp. 


Dewing. CORPORATION FINANCE. Col- 
lege textbook based on the author’s ‘“Finan- 
cial Policy of Corporations.” (See next 
page.) 457 pp. $2.75, 


de Haas. 
TION. 
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Dewing. THE FINANCIAL POLICY OF 
CORPORATIONS. Exhaustive treatment 
of financial structure and problems. Cita- 
tions and commentaries illustrating every 
point from experience of railroads, utilities, 
and industrials. 5 vols., 953 pp. $12.00. 


Dickinson. ACCOUNTING PRACTICE 
AND PROCEDURE. Special points in ad- 
vanced accounting; corporation accounting 
and finance; cost work; responsibility of ac- 
countant in public practice. 309 pp. $4.00. 


Dohr. COST ACCOUNTING THEORY 
AND PRACTICE. This work co-ordinates 
cost work with general accounting. Stress 
on purposes and form of cost records, and 
their use by management. 631 pp. $4.00. 


Doich. MANUAL OF BUSINESS LETTER 
WRITING. A concise office desk book for 
quick reference. Definite suggestions. 100 
sample letters illustrate layout, wording, and 
spirit. Practice Material. 357 pp. $2.50. 


Dooley. APPLIED SCIENCE FOR METAL 
AND WOOD WORKERS. For vocational 
training classes, and apprentices and shop 
workers. 559 pp. $2.00. 


Douglas. MERCHANDISING STUDIES 
OF THE STATES. [Illustrates a method of 
merchandising investigation through analysis 
of topography, climate, and spirit of the 
people. 178 pp. $2.00. 


Droppers. OUTLINES OF ECONOMIC 
HISTORY IN THE NINETEENTH CEN- 
TURY. Concise review of European and 
American development in a definite historical 
period. 286 pp. $2.50. 


Edgerton-Bartholomew. BUSINESS 
MATHEMATICS. A textbook covering the 
simpler calculations required in ordinary 
business practice. 305 pp. $2.00. 


Eggleston. MUNICIPAL ACCOUNTING. 
For large and small cities. Based on New 
York City methods. 456 pp. $5.00. 


Esquerré. APPLIED THEORY OF AC- 
COUNTS. Application of sound theory to 
everyday accounting problems, including ac- 


count classification, financial statements, 
partnership and corporation accounting. 
575 pp. $5.00. 

Esquerré. PRACTICAL ACCOUNTING 


PROBLEMS. For preparation for examina- 
tions or practice work. Part I contains 20, 
and Part II, 30 problems. Facsimile type- 
written form showing presentation. Part I, 
353 pp., $10.00. Part II, 356 pp., $10.00. 


Farnham. AMERICA vs. EUROPE IN 
INDUSTRY. Detailed comparison of for- 
eign and domestic business methods; admin- 
istrative and executive control, factory build- 
ings, machines, labor; shop government; 
profit-sharing. 492 pp. $4.00. 


Ferris-Collins. SALESMANSHIP. A thor- 
ough and logically organized discussion, 
covering present-day conditions. 414 pp. 
$3.00. 


Fordham-Tingley. ORGANIZATION AND 
BUDGETARY CONTROL IN MANU- 
FACTURING. Essential principles and 
detailed methods for successful operation un- 
der a budget plan. From viewpoint of operat- 
ing executives. 233 pp. $3.50. 


Galloway. OFFICE MANAGEMENT. 
Analysis of conditions, standardization, con- 
trol of personnel and production in depart- 


ments of purchasing, sales, traffic, credit, 
advertising, accounting; labor-saving de- 
vices, wage plans. 701 pp. $3.00. 


Galster. THE LABOR MOVEMENT IN 
THE SHOE INDUSTRY. Describes devel- 
opment and activities of national organiza- 
tion in shoe industry. 237 pp. $2.00. 


Gardner. EFFECTIVE BUSINESS LET- 
TERS. Definite instructions, ranging from 
details of form to general principles of 
structure and tone. 376 pp. $2.00. 


Gardner. NEW COLLECTION METH- 
ODS. Retail, department store, profes- 
sional, wholesale, mail-order, and instalment 
collections. Credit and collection depart- 
ment organization, and procedure. Suc- 
cessful collection letters. 467 pp. $4.00. 


Goldman. STOCK EXCHANGE LAW. 
Rights and duties of broker and customer. 
Significant cases cited. New York and 
Federal statutes, and Stock xchange rules 
and regulations. 497 pp. $5.00. 


Gowin. DEVELOPING EXECUTIVE 
ABILITY. How to plan the day’s work 
effectively; practical short-cuts; mechanical 
aids; habits that develop initiative and rea- 
soning power. 486 pp. $3.00. 


Greeley. BUSINESS ACCOUNTING. A 
reading course prepared by leading account- 
ants and educators for home study, offering 
working knowledge of principles, structure, 
and operation of accounts. Edited by Har. 
old a Greeley. Vol. I, ‘‘Theory of 
Accounts” IN “ Constructive Account- 
rboleane JANG “Cost Accounting’’; IV, “Ad- 
Gieed and Analytical Accounting”; Vv, 
“Tllustrative Accounting Problems’’; ‘‘ Read- 
ing Guide’’ outlining method of study. 2458 
pp. $14.00. 


Haney. THE BUSINESS OF RAILWAY 
TRANSPORTATION. A discussion of 
railway transportation as a business, mainly 
from the standpoint of the shipper. 613 pp. 
$4.00. 
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Himmelblau. COMPLETE ACCOUNT- 
ING COURSE. Prepared by members of 
faculty of Northwestern University. Edited 
by David Himmelblau, Professor of Account- 
ing. Presentation combines questions, 
problems, and solutions with successive di- 
visions of text material. Parts I, II, and III 
cover first, second, and third year’s work 
respectively, each Part in 2 Units. Part I, 
Units I and II. $2.50 each. Practice sets 
for respective Units, $1.50 each. Publica- 
tion dates and prices of Parts II and III to 
be announced. 


Hudders. INDEXING AND FILING. A 
complete standard practice manual describ- 
ing all details of filing work. 292 pp. $4.00. 


Ignatius. THE FINANCING OF PUB- 
LIC SERVICE CORPORATIONS. Part 
I, Public service corporations and regulation; 
Part II, Stock issues and dividends; Part III, 
Funded debt; Part IV, Capitalization. 508 
pp. $5.00. 


Ivey. PRINCIPLES OF MARKETING. 
Discusses basic problems, changing rela- 
tions of manufacturers, wholesalers, and re- 
tailers, and present tendencies to combina- 
tion and specialization. 351 pp. $3.00. 


Jones (A. F.). LUMBER MANUFACTUR- 
ING ACCOUNTS. From logging to sawed 


lumber. 112 pp. $3.00. 
Jones (C. T.). TEACHING BUSINESS 
SUBJECTS IN THE SECONDARY 


SCHOOL. A survey by 18 leading business 
instructors. 307 pp. $2.50. 


Jordan-Harris. COST ACCOUNTING 
PRINCIPLES AND PRACTICE. A stand- 
ard work treating the entire flow of cost pro- 
cedure and managerial uses of cost data. 
550 pp. $4.00. 


Keir. INDUSTRIAL ORGANIZATION. 
The natural resources of the United States, 
and their influence on its economic organi- 


zation. A survey for students.. 421 pp. 
$2.75. 
Keir. MANUFACTURING INDUSTRIES 


IN AMERICA. The history of six basic 
industries—iron and_ steel, cotton, wool, 
leather, and paper—and a number of smaller 
ones. 324 pp. $3.00. 


Kelly. TRAINING INDUSTRIAL WORK- 
ERS. Discusses national and state aid for 
vocational education; technical secondary 
schools; vestibule training; apprenticeship, 
training minor executives and foremen; 
transfers and promotion; factory surveys. 
437 pp. $5.00. 


Kennard. THE EDUCATIONAL DI- 
RECTOR IN THE RETAIL STORE. 
Problems of employee training in modern 


stores. Work of the director as regards 
salespeople, the department, and the or- 
ganization. 219 pp. $1.50. 
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Kennard. MERCHANDISE MANUALS 
For use in stores and schools, each volume 
covers a line of merchandise handled in 
retail stores—history, manufacture, classi- 
fication, quality, and selling points. Indi- 
vidual volumes are: ‘‘Cotton and Linen,” 
Thompson; ‘Glass & Glassware,’’ Lehmann 
and Kennard; ‘‘ Housefurnishing,’’ Hutchin- 


son; ‘Jewelry & Silverware,’’ Kennard; 
“Leather Goods & Gloves,” Lehmann; 
“Millinery,”” Aiken; ‘‘ Notions,’’ Souder; 


“Paper and Stationery,’’ Lehmann and Ken- 
nard; ‘‘Silk,"” Thompcca. 9 independent 
volumes, about 250 pp. each. $1.25 each. 


Kester. ACCOUNTING: THEORY AND 
PRACTICE. A comprehensive treatment 
of the subject in 3 volumes. Vol. I—Covers 
fundamental principles, partnership and ele- 
mentary corporation accounting. ol. II— 
Covers valuation, study of balance sheet, 
depreciation, consolidations, liquidations. 
Vol. I1I—Shows how principles are applied 
to typical kinds of business. Vol. I, 625 pp., 
$3.00. Vol. II, 800 pp. $4.00. Vol. III, 718 
pp., $5.00. Practice Blank Sets: accom- 
a Vol. I, $2.00; accompanying Vol. II, 

753 


Konopak. COST ACCOUNTING FUN- 
DAMENTALS. Introductory volume pre- 
senting cost accounting from management 
standpoint in perspective so that it can be 
grasped as a whole. 235 pp. $3.00. 


Koooman-Kester. FUNDAMENTALS OF 
ACCOUNTING. Thorough, high-school 
bookkeeping text, developed on accounting 
principles. Vol. I, first principles; Vol. II, 
controlling accounts; partnerships; corpo- 
rations; and interrelations of balance sheet 
and profit and loss statement. Vol. I, 496 
pp., $1.75. (Practice journal and ledger to 
accompany 36 cents.) Vol. II, 525 pp., 
$1.75. (Practice set to accompany, $1.95.) 


Langston. PRACTICAL BANK OPERA- 
TION. Working manual describing in 
full detail all operations of banking as car- 
ried out in the National City Bank of New 
York. 2 vols.,713 pp. $8.00. 


Langston—Whitney. BANKING PRAC- 
TICE. Textbook for colleges, based on 
“Practical Bank Operation'’ by Langston. 
395 pp. $3.00. 


Lee. BUSINESS WRITING. See Clapp 
Lee ‘‘Language for Men of Affairs.”’ 


Lewis. GETTING THE MOST OUT OF 
BUSINESS. Methods and policies of great 
business leaders and_ organizations. A 
philosophy of business inspiring and sound 
in practice. 515 pp. $3.00. 


Lichtner. PLANNED CONTROL IN 
MANUFACTURING. Procedure for co- 
ordinating the work of a manufacturing enter- 


prise through comprehensive planning. 
329 pp. $5.00. 
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Lichtner. TIME STUDY AND JOB 
ANALYSIS. What executives want to 
know about standardizing working methods 
as_a basis for control of manufacturing. 
397 pp. $6.00. 


Lough. BUSINESS FINANCE. A _ dis- 
cussion of money and credit. Fundamentals 
of financial management; promotion; floating 
security issues; finance of going concerns; 
aeements and reorganizations. 631 pp. 


Lunt. SURETY BONDS. Clear analysis of 
nature of surety instruments, classes of 
risks, and considerations governing surety 
company. 370 pp. $2.50. 


McAdow. MERCANTILE CREDITS. 
Emphasis on the credit man’s skill and 
training rather than on department routine. 
200 pp. $2.00. 


McKinsey. BUDGETARY CONTROL. 
Gives full working procedure for building up 
final reports necessary for positive executive 
control. 474 pp. $4.25. 


McKinsey-Meech. CONTROLLING THE 
FINANCES OF A BUSINESS. Includes 
determination of capital requirements; 
sources and devices for securing capital; 
disbursement of capital and distribution of 
profits. 638 pp. $5.00. 


May. STREET RAILWAY ACCOUNT- 
ING. Applicable to either large system or 
small company, in conformity with Inter- 
state Commerce Commission requirements. 
454 pp. $5.00. 


Maynard. MARKETING NORTHWEST- 
ERN APPLES. The methods which suc- 
cessfully market a highly specialized crop. 
190 pp. $2.50. 


Maynard-Weidler. AN INTRODUCTION 
TO BUSINESS. A survey course sketch- 
ing the interrelation of business institutions. 
600 pp. $4.00. 


Meeker. THE WORK OF THE STOCK 
EXCHANGE. Investment transactions, 
margin trading, short selling, floor trader and 
specialist, odd-lot business, bond market, 
security collateral loan market, and Stock 
Exchange Clearing Corporation. 633 pp. 
$5.00. 


Miles. ENGLISH IN BUSINESS. Text- 
book giving the essentials of high-school 
English, letter writing, oral reports, telephone 


conversation, sales talk, and advertising. 
449 pp. $1.50. 
Montgomery. AUDITING: THEORY 


AND PRACTICE. Vol. I—Foundation 
principles, full procedure in balance sheet or 
detailed audits, and preparation of state- 
ments, certificates and reports on completion. 
A standard work on business analysis. Vol. 
Il—Specific procedure in audits of over 60 
typical lines of business. Vol. I, 730 pp. 
$6.00. Vol. II, 559 pp., $4.00. 


Montgomery. INCOME TAX PROCE- 
DURE MANUALS. Annual publication cov- 
ering the preparation returns item by item, 
considering law, accounting procedure, treas- 
ury rulings, and court decisions, and then 
giving specific advice. 9th annual edition, 
1925. 1898 pp. $12.00. Editions back to 
1918 available. Prices on request. 


Montgomery-Staub. AUDITING 
PRINCIPLES. Textbook for colleges based 
on Montgomery’s ‘‘Auditing Theory and ° 
Practice.” 494 pp. $3.50. 


Mucklow. REAL ESTATE ACCOUNTS. 
The special accounting methods required by 
brokers, property owners, or land develop- 
ment companies. 357 pp. $5.00. 


Naylor. TRADE ASSOCIATIONS.  His- 
tory and fundamental theory; co-operation 
and competition; fair prices; law relating to 
associations; routine; commercial and indus- 
trial functions; duties of secretary. 389 pp. 

-O0. 


Nicholson-Rohrbach. COST ACCOUNT- 
ING. A practitioner’s manual covering fun- 
damental systems; factory routine; deprecia- 
tion; maintenance; overhead; production. 
576 pp. $5.00. 


THE ECONOMICS OF RE- 
TAILING Discusses consumption; ex- 
penses; salespeople; location and _ rent; 
prices; department stores; chain stores; mail- 
order houses; failure rates and public regula- 
tion. 404 pp. $3.00. 


Nystrom. 


Olson - Hallman. CREDIT MANAGE- 
MENT. A thorough treatment of the sub- 
ject of credits and collections, with special 
emphasis on their relation to management. 
444 pp. $4.50. 


Palmer-Bell. ACCOUNTANTS’ WORK- 
ING PAPERS. All schedules, analyses, 
and papers required in the ordinary audit, 
with many required under special condi- 
tions. 194 pp. $5.00. 


Paton. ACCOUNTING THEORY. Re- 
statement for modern corporate enterprise 
in terms of ‘“‘properties'’ and ‘‘equities”’ 
without reference to ‘‘debit,’’ ‘‘credit,’”’ or 
clerical routine. 508 pp. $4.00. 


Radford. THE CONTROL OF QUALITY 
IN MANUFACTURING. Practical meth- 
ods of maintaining positive quality control 
and thereby securing lower costs. 404 pp. 
$5.00. 


Sakolski. THE PRINCIPLES OF INVEST- 
MENT. A practical discussion by an ana- 
lyst of experience covering the whole field, 
treating commercial paper, real estate mort- 
gages, bonds and stock, as well as the ma- 
chinery of investment. 565 pp. $4.50. 
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Saliers (Editor) ACCOUNTANTS’ 
HANDBOOK. Reference manual giving in 
highly condensed form basic information cov- 
ering entire range of accepted practice and 
related subjects. 33 sections—law, math- 
ematics, corporations, financial statements, 
valuation, depreciation, finance, credits, etc. 
1675 pp. $7.50. 


Saliers. DEPRECIATION: PRINCI - 
PLES AND APPLICATIONS. — Exhaus- 
tive discussion from the accounting view- 
point, as regards both balance sheet valuation 
and operating requirements. 590 pp. $5.00. 


Savage. INDUSTRIAL UNIONISM IN 
AMERICA. A study of the trend of labor 
rrganization. 344 pp. $2.25. 


PRINCIPLES OF FOREIGN 
E. Law; policies; government ma- 
chinery; training representatives, technicali- 
_ ties of packing, shipping, customs, insurance 
and collection. 495 pp. $4.00 


Savay. 
TRA 


Scholfield. FILING DEPARTMENT OP- 
ERATION AND CONTROL. Compre- 
hensive study of the problems relating to 
filing from the viewpoint of the responsible 
executive. 318 pp. $3.00. 


Scott-Hayes. SCIENCE AND COMMON 
SENSE IN WORKING WITH_ MEN. 
Science as an aid in employment. Discusses 
tests of capacity and skill; workers’ motives; 


and creation of opportunities. 154 pp. 
$2.00. 
Scovell. INTEREST AS A COST. Crit- 


ically examines every argument for and 
against the treatment of interest on invest- 
ment asacost. 254pp. $2.50. 


Shefferman. EMPLOYMENT METHODS. 
- Deals with practical work of employment 
manager in factory, office, or store. 573 pp. 
$5.00. 


Simonds. BUSINESS FUNDAMENTALS. 
Methods by which American leaders in 
finance and business have conducted their 
enterprises, formulated in 100 principles. 
221 pp. $2.25. 


Simons. _PERSONNEL RELATIONS IN 
INDUSTRY. An introductory survey and 


guide-book to study in its field. 341 pp. 
$3.00. 
Sprague. EXTENDED BOND TABLES. 


Bond yields and prices, normal and effective 
rates. Carried out to 8 decimal places, 
233 pp. $10.00. 


Sprague. THE PHILOSOPHY OF AC- 
COUNTS. An accounting classic dealing 
with the logic of the subject. 183 pp. $2.50. 
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Sprague-Perrine. THE ACCOUNTANCY 
OF INVESTMENT. All calculations for 
annuities, sinking funds, simple and com- 
pound interest, bond valuations, amortiza- 
tion schedules, loans, mortgages, etc., with 
illustrative problems. 371 pp. $5.00. 


Stockwell. HOW TO READ A FINANCIAL 
STATEMENT. Deals with balance sheets 
as actually issued by business firms and cor- 
porations. Adapted especially to needs of 
credit men, bankers and investors. 443 pp. 
$4.50. 


Taylor (F. M.). PRINCIPLES OF ECO- 
NOMICS. The fundamental theory of the 
subject. 587 pp. $3.00. 


Taylor (P. S.).. THE SAILORS’ UNION 
OF THE PACIFIC. Based on records of 
government bodies, ship-owners’ associa- 
tions, and unions. 188 pp. $2.50. 


Tipper. HUMAN FACTORS IN INDUS- 
TRY. Discussion of background, psy- 
chology, and conditions of present-day in- 
dustrial society. 280 pp. $2.00. 


Tipper - Hotchkiss - Hollingworth - Par - 
sons. THE PRINCIPLES OF ADVER- 
TISING. A comprehensive work covering 
advertising economics; market analysis; 
planning campaigns; choosing media; pze- 
paring copy; designing display; organiza- 
tion of advertising work. 480 pp.- $4.50. 


Todman. WALL STREET ACCOUNTING. 
Accounting and auditing procedure of stock, 


cotton, and produce exchange brokers, 352 
pp. $6.00. 
Trottman. HISTORY OF THE UNION 


PACIFIC. The first transcontinental rail- 
road—a vivid and detailed account of its 
construction, exploitation, g coctvesshir and 
rehabilitation. 412 pp. $5.0 


Wade. SCALES AND WEIGHING: THEIR 
INDUSTRIAL APPLICATIONS. Weigh- 
ing machinery of all types, especially as ap- 
plied to business and manufacturing opera- 
tions. 473 pp. $6.00. 


Walter. THE RETAIL CHARGE AC- 
COUNT. Credit methods of leading retail 
stores described by the heads of 16 credit 
departments. 264 pp. $3.00. 


Walton - Finney. MATHEMATICS OF 
ACCOUNTING AND FINANCE. Deals 
with more advanced problems of business 
than the ordinary business arithmetic. Cove-s 
all mathematics required by accountant and 
financial man. 274 pp. $4.00. 


Ward. AMERICAN COMMERCIAL 
CREDITS. The commercial letter of 
credit, from legal and financial standpoints. 
278 pp. $2.50. 
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Westerfield. BANKING PRINCIPLES AND 
PRACTICE. A standard treatise covering 
the entire subject. Modern banking theory 
and practice explained in detail; money and 
credit; national and state systems; internal 
bank organization and operation; foreign 
exchange. 5 volumes. 1370 pp. $12.00. 


Westerfield. BANKING PRINCIPLES AND 
PRACTICE. A college text based upon 
the author’s larger work (see above). 849 pp. 
$4.50. 


Whitehead. PRINCIPLES OF SALES- 
MANSHIP. A practical manual. The 
selling talk; the approach and interview; 
winning good- will; cultivating the character- 
ges of the successful salesman. 378 pp. 

2.50. 


Wilder - Buell. PUBLICITY. Comprehen- 
sive discussion of the means by which or- 
ganizations or movements can win favorable 
public attention. 271 pp. $2.75. 


Wilkes - York - Terrill. ELEMENTARY 
TRAINING FOR BUSINESS. Textbook 
for high schools and continuation schools, 
covering in sequence the work of typical 
office positions. Extensive practice material. 
353 pp. $1.60. Practice set, $1.80. 


Willis. THE FEDERAL RESERVE SYS- 
TEM. Complete first-hand account. Pas- 
sage of the Act; organization of the system; 
political and other influences; critical study 
of workings to date. 1765 pp. $10.00. 


Willis-Byers. PORTLAND CEMENT 
PRICES. Detailed analysis of what deter- 
mines current prices and price levels in the 
Portland cement industry. 123 pp. $1.25. 


Woodbridge: ELEMENTS OF ACCOUNT- 
A college text for students taking 

ae one year of the subject, stressing its 
relations to economics. 450 pp. $3.50. 


Woods. UNIFIED ACCOUNTING METH- 
ODS FOR INDUSTRIALS. Full working 
details for bringing accounting figures of 
manufacturing concerns into well-organized, 
summarized form enabling positive control. 
484 pp. $6.00. 


York. INTERNATIONAL EXCHANGE. 
Gives thorough grounding in principles and 
illustrates in detail practical methods of for- 
eign trade financing. 600 pp. $5.00. 


Young. STATISTICS AS APPLIED IN 
BUSINESS. A thorough discussion of sta- 
tistical methods, giving the procedure for 
building up and directing a statistical de- 
partment ina business concern. 675 pp. $5.00. 


RONOGRAPH LIBRARY 


Handy reference manuals, 5 x 7 inches in 
size averaging about 100 pages in tength. Each 
volume treats intensively one specific topic 
or common problem of business practice, 
thus supplementing the text covering the 
field in question. $1.25 each, cash with order. 
The titles now available are: 


Ackerman-N euner—Credit Insurance (No. 12) 
Altman—Cash Records (No. 20) 
Altman—Recording Sales Transactions (No. 23) 
Bartlett—Employment Records (No. 30) 
Beach—Twenty Twenty-Minute Lessons in 
Bookkeeping (No. 19) 
Beardsley—The Circular Advertising Depart- 
ment (No. 22) 
Blackman—Business Mail (No. 3) 
Brewster—Analyzing Credit Risks (No. 6) 
Brewster—Bankruptcy (No. 29) 
Brown—Statistical Typewriting (No. 14) 
Dulin—Collection Letters (No. 2) 
Dulin—Credit Letters (No. 1) 
Fitting—Report Writing (No. 9) 
Flaherty—How to Use the Dictionary (No. 18) 
Gaines—The Art of Investment (No. 15) 
Galloway—Organizing the Stenographic Depart- 
ment (No, 8 


Se. Syndicate Operations (No. 

33 

Giles—500 Answers to Sales (precbions (No. 5) 

Greeley—Estate Accounting (No. 24 

Ce ae New York Call Money Market 

No. 32 

Hallman—Organizing the Credit Department 
(No. 27) 

Kester—Depreciation (No. 28) 

Lord—A Plan for Self-Management (No. 34) 

McHale — Spanish and English Commercial 
Vocabulary (No. 36) 

Nicholson—Profitable Management (No. 10) 

Parker—Office Etiquette for Business Women 
(No. 31) 

Patterson—Borrowing from Your Bank (No. 17) 

Pinkerton—Accounting for Surplus (No. 21) 

Sakolski—Elements of Bond Investment (No. 7) 

Scammell—Use of the Telephone in Business 
(No. 25) p 

Scott—Influencing Men in Business (No. 13) 

Shidle—Finding Your Job (No. 11) 

Swindell—Newspaper Accounting (No. 16) 

Waldron—Simplified Factory Accounting and 
Routing (No. 35) 

Wallace—Filing Methods (No. 4) 


THE RONALD PRESS COMPANY 
15 East 26th Street, New York, N. Y. 
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